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Opportunities for tax savings through 


acquisition of loss corporations under 1954. Code 


by KENNETH CaRROAD and THEODORE Propp 


The 1954 tax law tries to stop the heavy traffic in corporations with loss carryovers through which 


some taxpapers have been getting tax benefits in recent years. 


The new law may not be so successful 


as was al first thought, say these authors, though the final answers depend much on interpretation of 


the new slatulory language. 


YF PNHE GOVERNMENT HAS THUS FAR LOST almost every 
| prbeer case’ in which it sought to apply Sec- 
129 of the 1939 Code. These publicized and 

repeated failures have encouraged many 


tion 
taxpayers 
and tax advisers to utilize loss corporation acquisitions 
as a method of tax minimization during recent years. 
Section to dis- 
credit, or allowance not otherwise 


129 authorized the Commissioner 
allow a deduction, 
available, in cases where control of a corporation (or 
its assets, where the basis was transferred) was ac- 
quired principally for the purpose of tax evasion or 
avoidance. When Section 129 was enacted as part of 
the Revenue Act of 1943, it was felt that its broad 
language would curtail the practice of acquiring “tax 
umbrellas” by the purchase of “shell” corporations 
with large loss carryovers or favorable excess profits 
credits. 

It is unquestionably true that Section 129 was at 
least partially effective in preventing tax avoidance 
during the years of high tax rates that accompanied 
World War IIL. Nevertheless, the section gradually 
came to be regarded as a failure from the govern- 
ment’s viewpoint. 


Alprosa case and business purpose 


The first blow was struck by the Tax Court in 
Alprosa Watch Corp. v. Commissioner (11 TC 240). 
In that case, individuals in the watch importing busi- 
ness purchased a glove manufacturing corporation 
which thereafter switched to the watch business, the 


to 


They point out here possible loopholes, and attendant dangers 


profits from which were offset by losses and excess 
profits carryovers attributable to ‘the glove business. 
The Commissioner sought to deny the corporation the 
benefit of the offsets against income. Although the 
Tax Court rejected the Commissioner's claim, on the 
ground that the acquisition was motivated by business 
reasons, and although the tax year in controversy 
antedated the effective date of Section 129, the Tax 


Court saw fit to utter the following dictum: 
“There is considerable doubt in our minds that, 
even assuming that this case were governed by Sec- 
tion 129, the facts constitute a situation condemned 
by that section. That section would seem to prohibit 
the use credit, 
the acquiring person or corporation and not their use 
by the corporation whose control was acquired.” 


of a deduction, or allowance only by 


This dubious dictum gave widespread currency to 

the notion that although Section 129 made it dangerous 
for a profitable enterprise to acquire a loss corpora- 
tion, it would be perfectly proper for a loss corpora- 
tion to acquire a profitable enterprise, even though the 
loss corporation were previously acquired by the very 
owners of the profitable enterprise. This viewpoint has 
been severely criticized,” and it is possible that many 
taxpayers will find that their purchase of a “tax loss 
carryover” corporation will prove to be an expensive 
tax experiment, if they paid more than the fair market 
value of the underiying net worth. 

Apart from their questionable reliance on the 


— 


—— 





Al; 
fial 
in\ 
de 
the 
ne 


Cl 


the 
the 
sul 
Tk 
tio 
the 
mx 


fac 
pa 
co 
to 
th 
ad 


th 
vis 
an 
ob 
be 
be 
ap 
he 
di: 
vis 


PP 


CeSS 
ESS. 
the | 
the 
the 
ness 
ersy 
Tax 


that, 
Sec- 
ined 
hibit 
y by 


" usé 


y to 
rous 
yora- 
yora- 
1 the 
very 
t has 
nany 
loss 
isive 
arket | 


the | 


Acquisition of loss corporations under 1954 Code + 


Alprosa dictum, some taxpayers have taken more justi- 
fiable comfort from the fact that almost every decision 
involving the applicability of Section 129 has been 
decided in favor of the taxpayer on the ground that 
the questioned transactions were motivated by busi- 
ness purpose.* . 


Changes made in R. « enue Code of 1954 


Section 269 of the 1954 Code repeats in substance 
the provisions of Section 129 of the old code, but 
there is added a new subsection (c), entitled “Pre- 
sumption in Case of Disproportionate Purchase Price.” 
This new provision, effective with respect to acquisi- 
tions after March 1, 1954, seems to be designed to help 
the Commissioner prove that tax evasion or avoidance 
motivated the acquisition. It provides that the Com- 
missioner shall be deemed to have made out a prima 
facie case of such motivation where the consideration 
paid in acquiring control of another corporation, or 
corporation property, is substantially disproportionate 
to the sum of the adjusted basis of the property and 
the tax benefits (to the extent not reflected in the 
adjusted basis) not otherwise available.‘ 


Analysis of Section 269(c) 


What is the practical effect of subsection (c)? In 
this connection the two key elements of the new pro- 


vision are the words “substantially disproportionate” 
and “prima facie evidence.” The former phrase is 


obviously a flexible quantitative factor which cannot 
be safely measured in any one case until there has 
been an accumulation of court-case experiences in its 
application. However, apart from the questions in- 
herent in the determination of the extent of permissible 
disproportion, several other problems make this pro- 
vision exceedingly obscure. 

The first question that comes to mind is whether the 
“substantially disproportionate” test applies to exces- 
sive consideration paid, as well as to the more obvious 


The only reported decision lost by the taxpayer is Alpha Tank 
& Sheet Metal Mfg. Co. v. U. S. (Ct. Cls. 1953) 116 F. Supp. 
721. However, the case did not involve a loss corporation, but a 
corporate split-up which the Court held ineffective for tax pur- 
poses. This is a typical old Section 45 case and the opinion cited 
both that provision and Section 129 as pertinent authority. See 
also Section 1551 of the 1954 Code. 

*See Thomas N. Tarleau, “Acquisition of Loss Companies,” 
Taxes, December 1953, Vol. 31, page 1050. 
See Commissioner v. Chelsea Products, Inc. (3 Cir. 1952) 197 


2d 620; Wage, Inc., 19 T. C. 249 (1952); Berland’s, Inc., 
16 T. C. 182 (1951); Alcorn Wholesale Co. et al., 16 T. C. 75 
(1951); Commodores Point Terminal wt a Ss Soe 


1948); J. E. Dilworth Co. v. 
98 F. Supp. 957. 
* Section ge of the 1939 Code disallowed the $25,000 surtax 
exemption and the $25,000 minimum excess profits credit for 
years during which the excess profits tax was in effect, where 
the corporation resulted from a split-up, unless the taxpayer 
established that the securing of the exemption or the credit was 
not a major purpose of the transfer. Section 1551 of the new 
Code contains a similar provision with respect to the $25,000 
surtax exemption and the $60,000 accumulated earnings credit 
under Section 535 (which is a counterpart of old Sec. 102). 


Henslee (D. C., M. Tenn. 1951) 
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situations involving inadequate consideration. The 
literal wording of the statute indicates that even the 
typical purchase of a corporation without carryover 
benefits for more than the adjusted basis of its prop- 
erty creates the statutory “presumption” of tax avoid- 
ance. Such a result probably was not intended by 
Congress, and it must be supposed that the Regula- 
tions will limit the application of the presumption to 
cases of inadequate consideration. 

The next problem is the uncertain meaning of “tax 
benefits,” as used in subsection (c). The obvious 
measure of tax benefits is the amount of taxes saved. 
But how can this be determined at the time of the 
acquisition? Loss carryovers may be wasted, tax rates 
may change, and other unforeseen circumstances may 
upset any prospective determination of tax benefit. 


Commissioner's hand probably not strengthened 


The phrase “prima facie evidence” has a well-under- 
stood meaning in law. It is used to describe evidence 
which suffices for the proof of a particular fact until 
contradicted and overcome by other evidence. 

Basic in tax law is the rule that determinations of the 
Commissioner are prima facie correct, and that the 
taxpayer customarily has the burden of proof, except 
on the issue of fraud. It is hard to see how the new 
amendment greatly strengthens the Commissioner's 
position, since the burden has always been on the 
taxpayer to prove that the questioned acquisition was 
not motivated by tax evasion or avoidance. One might 
of course suggest that subsection (c) is designed to 
impose a heavier burden of proof on the taxpayer, 
but this view is considerably negatived by the legisla- 
tive history of the new provision. The original version 
passed by ‘the House of Re »presentatives provided that 
a substantially disproportionate price “shall be deter- 
minative of the principal purpose of evasion or avoid- 
ance of Federal income tax, unless the taxpayer by a 
clear preponderance of the evidence shall prove to the 
contrary.. The Senate which was finally 
enacted, refused to go along with this imposition of a 
heavier burden of proof on the taxpayer and pro- 
vided instead that a substantially disproportionate 
purchase price “shall be prima facie evidence of the 
principal purpose of evasion of Federal income tax.” 


version, 


Question of burden of proof 


If we reason that subsection (c) does not increase 
the taxpayer’s burden of proof, what does it mean and 
why was it added to the new Code? Government 
representatives are sure to argue that the provision 
should be construed in such a way as to give it mean- 
ing, since we should not assume that Congress de- 
liberately added a futile appendage to old Section 129. 
This argument is reinforced by the fact that subsection 
(c) provides that it shall apply only with respect to 
acquisitions after March 1, 1954. Perhaps the answer 
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is that the House of Representatives intended to effect 
a change in the law, and that the Senate’s refusal to go 
along with the change resulted in a provision which 
has the form of new law, but which in fact merely 
illustrates the familiar doctrine that the burden of 
proof is on the taxpayer. 


Special limitations in Section 382 of the new Code 


The most significant change in the treatment of loss 
corporations is brought about by Section 382 of the 
new Code, for which there was no counterpart in the 
old law.® The general effect of this section, entitled 
“Special Limitations on Net Operating Loss Carry- 
overs, is to eliminate loss carryovers where ten or 
fewer persons acquire at least 50% of a corporation’s 
stock during a two-year period® and the corporation 
changes its trade or business. 


Change of ownership test 

Section 382 provides a change of ownership test for 
members of a group defined as follows: “the 10 persons 
(or such lesser number as there are persons owning 
the outstanding stock at the end of such taxable year ) 
who own the greatest percentage of the fair market 
value of such stock at the end of such taxable year 
except that, if any person owns the same percentage of 
such stock at such time as is owned by one of the 10 
persons, such person shall also be included.” Persons 
whose stock is attributed to one another under the 
rules of constructive ownership set forth in Section 318 
are considered as one person for purposes of this sec- 
tion. Also, it should be noted that “stock” is here 
specially defined to exclude nonvoting nonparticipat- 
ing preferred stock. 

If any “one or more” members of this top ten group 
own at the end of a taxable year a percentage of the 
total fair market value of the outstanding stock “which 
is at least 50 percentage points more than such person 
or persons’ owned at the start of the current or prior 
taxable year, the net operating loss carryover from 
prior years to the current and subsequent taxable years 
will be lost, if certain other conditions obtain. 

Before considering these other conditions, let us 
analyze further the increase of ownership requirement. 
At the outset, it should be emphasized that an increase 
of 50 percentage points is not the same as a 50-per cent 
increase. As is pointed out in the Report of the Senate 
Finance Committee, “a stockholder who owns 4 per 
cent of the fair market value of the outstanding stock 
and who increases his ownership to 6 per cent has had 
a 50-per cent increase in ownership but only a 2 
percentage point increase.” 

It is obvious that no more than two persons can 
each increase stock ownership by 50 percentage points. 
Why, then, does the statute concern itself with the 
top ten stockholders, rather than the top two stock- 
holders? Although the bare language of the statute 


might lead one to believe that the remaining eight 
stockholders are not really involved, a study of legisla- 
tive history shows that where Section 382 refers to 
“one or more” persons in the top ten, it means “one 
or a group of more than one” persons in the top ten. 

Thus, if each of the top -ten stockholders buys 5 
per cent of the stock during the taxable year, the 
increase in ownership test would be met, since the 
ten of them as a group would have a 50 percentage 
point increase in ownership. 


By purchase or redemption 


If the increase condition is met, it becomes neces- 
sary to study the manner by which the increase was 
obtained. The statute provides that the loss carryover 
will not be denied unless the increase in percentage 
points is attributable to 


“(i) a purchase by such person or persons of such 
stock, the stock of another corporation owning stock 
in such corporation, or an interest in a partnership or 
trust owning stock in such corporation, or 

“(ii) decrease in the amount of such stock out- 
standing or the amount of stock outstanding of an- 
other corporation owning stock in such corporation, 
except a decrease resulting from a redemption to pay 
death taxes to which Section 303 applies.” 


It should be noted that (i) does not say 
indirectly.” 


“directly or 
Although the statute itemizes the simpler 
forms of indirect ownership, it has no catch-all to 
cover the more complex forms—such as a trust owning 
stock of a corporation which in turn owns stock of 
the loss corporation. It might therefore appear that 
the interposition of an additional link or two in the 
chain of ownership would permit transfer of owner- 
ship without danger to the loss carryover. Although it 
is unlikely that the courts would prove sympathetic 
to so patent a misconstruction of Congressional intent, 
the possibility remains that the failure of Congress to 
add “directly or indirectly,” or words of similar effect, 
has provide da tailor-made loophole.? 


Continuity of same trade or business 


Thus far we have discussed the extent and cause of 
change in ownership as conditions requisite to the 
denial of the net operating loss carryover. The third 
condition may be described as the “effect” condition. 

The statute provides that the carryovers from prior 


® Section 394 of the 1954 Code provides that Section 382(a) 
becomes effective as of June 22, 1954. 

* The two-year period may be shortened to as little as 13 months 
if the loss corporation can get permission to change its account- 
ing period, since a single month may constitute a “taxable 
year. See Section 441(b) of the 1954 Code. 

* Sec. 382(a)(c) provides that the constructive ownership rules 
of Sec. 318 apply in determining the ownership of stock. It is 
not clear whether they also govern the condemned methods of 
acquiring owne rship set forth in Sec. 382(a)(1)(B), par- 
ticularly in view of the specific enumeration in the latter provi- 
sion. 
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Acquisition of loss corporations under 1954 Code + 


years shall be lost only if “such corporation has not 
continued to carry on a trade or business substantially 
the same as that conducted before any change in the 
percentage ownership of the fair market value of such 
stock.” This is perhaps the aspect of Section 382 which 
is most likely to breed future litigation. 

Let us assume that Corporation X, engaged solely 
in the manufacture and sale of television sets, loses 
$500,000 in 1955, its first year of operation. Its owners 
curtail operations somewhat in 1956, vaguely hoping 
to come out with a low-priced color receiver in 1958, 
if additional financing can be secured. Late in 1956, 
all of the stock of Corporation X is sold to a person 
in an unrelated profitable business. The Corporation 
continues to manufacture television sets at a loss, but 
also engages in other business which is extremely 
profitable. Does Section 382 bar use of the loss carry- 
over? It would seem not, since the corporation is con- 
tinuing to carry on a trade or business which is sub- 
stantially the same as before the sale of stock. The 
addition of a new trade or business would not seem 
to deprive the corporation of its loss carryover. 


Legislative history supports this view 


This view finds support in the portion of the Con- 
ference Committee Report dealing with this problem. 
It reads, “If the corporation continued to carry on 
substantially the same trade or business, the limitation 
would not be applicable even though the corporation 
also added a new trade of business.” But suppose we 
carry the assumption to extremes by reducing the old 
business to a minute volume at the time of the sale of 
stock. Can the corporation preserve the carryover 
merely by continuing to manufacture and sell a few 
television receivers? It would seem that the statute 
says yes. The test does not seem to be whether or 
not the over-all complexion of corporate business is 
altered, but merely whether the old trade of business 
is continued without substantial change. 


What is a change in business? 


The statute does not indicate how long the old busi- 
ness must be continued, nor does it indicate what 
changes are permissible. In this connection, the Senate 
Finance Committee Report says that the carryover 
will be lost if “the corporation shifts from one type of 
business to another, discontinues any except a minor 
portion of its business, changes its location. 

[t is difficult to see how a mere change in location can 
be very meaningful, unless accompanied by abandon- 
ment of the type of trade or business carrie 1d on at the 
old location. The revitalization of sick businesses often 
requires a shift in location (such as the movement of 
textile mills from New England to the South), as well 
as other important changes, and it would be unfor- 
tunate if the District Commissioners regard major 
changes in the place and manner of conducting the 
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same trade or business as a basis for depriving a 
corporation of the benefit of its net operating loss 
carryover. 

It should be noted that subparagraph (c) refers to 
continuation of the same trade or business which wa: 
conducted before “any” change in percentage owner- 
ship. The Senate Finance Committee Report makes 
it clear that, despite use of the word “any,” the change 
refers to an increase which would be counted in deter- 
mining whether the 50 percentage point increase has 
been reached. 


Possible loopholes 


It is of course unwise to make predictions about 
the effect of the new legislation on purchases of loss 
corporations, other than to say that such tax maneu- 
vers will be riskier than ever. The new statutory pro- 
visions are in some respects so loosely worded that 
we can expect to hear about many illustrations and 
uses of “loopholes,” and “tax minimization plans” 
which will be designed to preserve the tax benefits of 
loss corporation acquisitions. 

For example, the “change of business” test suggests 
several conceivable “loopholes.” As has been pointed 
out above, the corporation could be acquired after 
the old trade or business (which caused the operating 
losses) has been reduced in size and scope, so that its 
continuation would not materially handicap the addi- 
tion of a new profitable line of business. Some ingenious 
taxpayers might even persuade the current stock- 
holders in control of a “shell” loss corporation to en- 
gage in an additional and new trade or business 
shortly before its ownership is beneficially or legally 
transferred, and perhaps they may successfully assert 
that there has been no change in the trade or business 
subsequent to change in stock ownership. 

Other ambiguities implicit in the statute suggest 
tax-saving possibilities. Suppose a contract for the 
purchase of a loss corporation contains a provision 
that title to the stock is not to pass to the purchaser 
until the occurrence of an event (such as payment ) 
extending beyond the two-year period specified in 
Section 382(a). 
purchaser is given management control of the business, 
which enters a new and profitable line of activity. 
When beneficial and legal title to the stock is then 
transferred after two years, will the Tax Court say that 
there has been no subsequent change in the trade or 
business? Will the Court accept the idea that “owner- 
ship” does not change in the above example until the 
two-year Another variant: a 
buyer might provide by contract for the purchase from 
a selling stockholder of the stock at the rate of. 241/ 
percentage points per year, so that the isatiiiaas 
change in ownership over any two-year period would 
be 49 points, rather than the 50 percentage points 
required by the statute. 


During the two-year interval, the 


period has passed? 
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Trap in Section 382 


While adroit tax planning may minimize the im- 
pact of Section 382, the provision is also a trap for the 
unwary. Each new redemption or sale to an outsider 
of the stock of a closely held “loss” corporation reduces 
the “market value” of the remaining stock, since the 
corporation’s loss carryover may be destroyed by sub- 
sequent sales of stock (which affect control) if there 
is also a change in the business. Of course, the possi- 
bility of losing the carryover may be reflected in the 
selling price of the minority interest of the “first” 
seller, but the full impact will fall upon the remaining 
stockholders, the transfer of whose stock brings into 
play the “disallowance” of the “loss carryover” under 
Section 382(a) 

A minority stockholder may be given extraordinary 
power by reason of Section 382( a). The loss carryover 
of a corporation, whose shares of stock have already 
been partially transferred, and which corporation may 
have been contemplating a business change (perhaps 
merely a change of location) may depend on whether 
he decides to sell all or a part of his stock, and whether 
he decides to sell it to one person or to several per- 
sons. To minimize these problems, stockholders of 
closely owned “loss” corporations should enter into an 
agreement imposing restrictions on stock transfera- 
bility. 

One of the most startling defects in the drafting of 
Section 382(a) is that it literally applies to the pur- 
chase of a “non-loss” corporation which immediately 
thereafter changes its business and suffers losses as a 





TENTATIVE REGULATIONS 
ISSUED FOR SUBCHAPTER C 


THe INTERNAL REVENUE SERVICE issued on De- 
cember 10 its tentative Regulations under the In- 
ternal Revenue Code of 1954 covering corporate 
reorganizations and distributions. Persons desir- 
ing to make comments or suggestions on these 
Regulations may submit them to the IRS within 
30 from the date of promulgation of the tenta- 
tive Regulations. 

Most of this issue of The Journal of Taxation 
had been printed when these Regulations were 
released, hence certain references are made 
“when they are issued.” 
Regulations will appear 


herein to the Regulations 
Interpretation of these 
in subsequent issues. 


This is the first Regulation to be issued under 
the new Code since TD 6091 which was promul- 
gated last August. For other news of the new 
Regulations, see page 57. 














result of the changeover. The profits of the second year 
cannot be offset by a loss carryover from the prior year, 
since ownership has changed within the two-year 
period. It is to be hoped that administrative policy or 
corrective legislation will avoid this unjust result. 


Carryovers in reorganization 


The limited scope of this article does not permit 
detailed consideration of Section 381 and subsection 
(b) of Section 382, dealing with the preservation of 
net operating loss carryovers in reorganizations and 
liquidations of subsidiaries. Briefly, the general effect 
of such provisions is to permit the successor corpora- 
tion to take advantage of operating loss carryovers of 
the acquired corporation, but if the stockholders of 
the loss corporation have received less than 20% of 
the acquiring successor corporation’s stock, the carry- 
over will be reduced proportionately. 

Section 382(b) takes on special significance by rea- 
son of the Report of the Senate Finance Committee, 
which states: 

“If a limitation in this section applies to a net 
Section 269, relating to 
acquisitions made to evade or avoid income tax, shall 
not also be applied to such net operating loss carry- 
over. However, the fact that a limitation under this 
section does not apply shall have no effect upon 
whether Section 269 applies.” 


operating loss carryover, 


There is no statutory authority for the first quoted 
sentence. If the Commissioner accepts the view of the 
Committee report, this may provide a relatively inex- 
pensive method of insuring against the application of 
Section 269. A loss corporation could be acquired by 
merger, with the stockholders of the loss corporation 
getting a 19.8% interest in the taxpayer corporation. 
Under Section 382(b), only 1% of the loss carryover 
would be eliminated—and, according to the Committee 
report, the Commissioner presumably cannot invoke 
Section 269 to disallow the entire loss carryover. 

In conclusion, Section 269, despite the Bureau’s lack 
of success with it in litigated cases under the old Sec- 
tion 129, still is a real weapon for the Commissioner. 
Indeed, it is unquestionably now far more potent than 
many tax practitioners have been ready to acknowl- 
edge. However the loose wording of Sections 269 and 
382 will provide extended controversy for both the 
Commissioner and taxpayer until the Courts define 
more precisely the limits and meanings of the key 
phrases used in the new provisions. = 


Mr. Carroad is a member of the bar, a partner in the 
New York law firm of Carroad and Carroad, a member 
of the Accountants Club and numerous professional 
organizations. Mr. Propp is a member of the New York 
bar, a CPA and a member of the committee on taxa- 
tion, Federal Bar Association of New York, New Jersey, 
and Connecticut. 
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Tax consequences of distributions in kind 


since Godley, Hirshon, and 1954. Code 


by RayMonpD RuBIN 


Stockholders’ basis in the future, as well as current taxability of distributions in kind, are in a state 


of considerable uncertainty as a result of the Godley and Hirshon decisions, which reversed a doctrine 


long thought to be settled. Congress in the 1954 Code apparently intended to re-establish the old rule, 


bul the Commissioner’s Regulations show that he holds these two decisions still to be good law. 


This 


article outlines the thinking being used in cases now in the Tax Court, to the general effect that 


‘‘dividends”’ are limited to the amount of ‘‘earnings or profits’’ of the corporation. 


Mi‘ A DISTRIBUTION in kind by a corporation be 
1 taxed to its shareholders as a dividend in an 
amount exceeding the corporation’s earnings or profits? 
Until recently, it seemed well settled that the amount 
of the distributing corporation’s earnings or profits was 
the maximum amount which could be taxed as a divi- 
dend under the Internal Revenue Code of 1939.1 How- 
ever, this rule was departed from in Commissioner v. 
Hirshon Trust (213 F. 2d 523, 2nd Cir. 1954) and 
Commissioner v. Godley’s Estate (213 F. 2d 529, 3rd 
Cir. 1954), both of which involved the same corporate 
distribution. Accordingly, the weight of authority now 
is that a distribution in kind made under the 1939 
Code may constitute a dividend in an amount exceed- 
ing the distributing corporation’s earnings or profits. 
Sections 301 and 316(a), which govern the dividend 
treatment of distributions in the 1954 Revenue Act, 
although rearranged, are formulated in substantially 
the same way as those of Section 115 which were 
involved in the Hirshon and Godley cases. Therefore, 
despite a clearly expressed Congressional intent to 
limit the amount taxable as a dividend to the amount 
of earnings or profits under the 1954 Act,? it is possible 
to argue that the rule of these cases is controlling with 
respect to distributions made under the 1954 Act. The 
Commissioner, having tentatively indicated in his brief 
in opposition to the petition for certiorari in Hirshon, 
that he will ignore the legislative intent on this ques- 
tion, has clearly adopted the position in his proposed 
Regulations that the amount of a distribution in kind 


as a dividend is not limited to the amount of earnings 
or profits (proposed Regulations, Section 316-1(a) ). 

Whether or not the Hirshon and Godley decisions 
will override legislative intent under the 1954 Code, 
they will have important consequences under the 1954 
Code with respect to other questions. Both decisions 
were directly premised upon an assumption regarding 
the amount by which earnings or profits are reduced 
by a distribution in kind. Since, under the new Code, 
as under the old, the taxability of corporate distribu- 
tions as dividends depends upon the amount of the 
corporation’s earnings or profits, the validity of this 
premise of the Hirshon and Godley decisions directly 
affects the taxability of distributions made under the 
new Code. Furthermore, under the statutory scheme 
governing the treatment of corporate distributions, 
both in the 1939 Code (Sec. 115(d)) and the 1954 
Code (Sec. 301(c)), the amount of a distribution which 
is not taxable as a dividend must be applied in reduc- 
tion of the basis of the stock in respect of which the 
distribution was made. Therefore, the rule of the re- 
cent cases may have a controlling effect in determining 
the gain or loss upon sales of stock in respect of which 
distributions in kind were made either under the In- 
ternal Revenue Code of 1954, or earlier law (Sec. 1001- 
(a), 1954 Code). 


The question presented by Hirshon and Godley 


The question presented by the Hirshon and Godley 
cases is one of statutory construction. The language 
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of Sections 115(a) and (b) is not entirely conclusive. 
However, on the basis of Congressional statements of 
intent, and by implication from other sections of the 

Code, it is clear that the underlying principle of Sec- 
tion 115 regarding dividend treatment is that the ag- 
gregate amount taxable as a dividend in respect of the 
distributions of any corporation should be equal to 
the aggregate amount of the corporation’s earnings 01 
profits. A specially enacted exception exists as to cur- 
rent earnings and profits. The current earnings or prof- 
its rule was enacted in order to avoid the necessity, 
where such earnings exist, of making the complicated 
determination of accumulated earnings or profits. (See 
S. Rep. No. 2156, 74th Cong., 2d Sess., p. 18.) 

This correlation between the amount of earnings or 
profits and the amount taxable as a dividend to share- 
holders requires that the amount taxed to shareholders 
on a property distribution be limited to the amount of 

earnings or profits and that, for the purpose of deter- 

mining the dividend treatment of subsequent distribu- 
tions, earnings or profits ” reduced by the amount 
taxed to the shareholders, i.e., the fair market value of 
the property. 

The “correlation” principle was aptly expressed by 
the Board of Tax Appeals in August Horrman. The 
taxpayer contended that a stock dividend, even though 
nontaxable to shareholders, reduced earnings or prof- 
its, and thereby prevented dividend consequences 
upon a subsequent cash distribution. To this conten- 
tion, the Board replied (34 BTA 1178, 1183, 1184 
(1936 ) 


“The provisions of the statute relating to distribution are 
concerned with the effect on the stockholder of the dis- 
tribution and not with its effect on the corporation. The 
aim is to tax to the stockholder the income realized by 
him through the distribution of earnings or profits ac- 
cumulated after March 1, 1913. This aim would be 
defeated if a nontaxable stock dividend were treated as 
diminishing the amount of earnings or profits available 
for subsequent distribution. Conversely, if a stock divi- 
dend were taxable and corporate earnings were not 
thereby diminished, the imposition of the tax on a 
subsequent distribution in cash or property would result 
in a double tax. The correlation between taxability to 
the stockholder and the effect on corporate earnings or 
profits avoids these situations. It does no violence to the 
statute, but rather harmonizes its provisions. 


In 1936, Congress added the current earnings or 
profits test to 115(a). In commenting on this addition, 
Congress stated: 


distributions during the year, not exceeding in 
amount the current earnings, are dividends constituting 
taxable income to the shareholder. (S. Rept. No. 
2156, 74th Cong., 2nd Sess., p. 18.) 


There is little room for doubt respecting Congressional 
intent on this question in the face of such an un- 
equivocal statement. 

There are other clear indications of Congressional 
acceptance of the correlation of earnings or profits 
with dividend treatment to shareholders. For example, 


the language of Section 112(c)(2) clearly limits the 
amount taxable as a dividend in a reorganization to 
the amount of earnings or profits. Section 112(c) (2) 
was enacted for the express purpose of preventing 
avoidance of dividend treatment by means of a statu- 
tory reorganization (H. R. Rep. No. 179, 68th Cong., 
Ist Sess., at 14-15. It must be supposed, in view of 
this purpose, that Congress believed that the rule of 
Section 112(c)(2), respecting the amount taxable as 
a dividend, was not different from the treatment under 
115(a). 

Likewise, an earlier version of Section 115(g)(1), 
the purpose of which is similar to that of Section 112 
(c)(2), clearly limited the amount taxable as a divi- 
dend to the amount of earnings or profits.’ 


“A stock dividend shall not be subject to tax but if 
after the distribution of any such dividend the corpora- 
tion proceeds to cancel or redeem its stock at such time 
and in such manner as to make the distribution and 
cancellation or redemption essentially equivalent to the 
distribution of a taxable dividend, the amount received 
in redemption or cancellation of the stock shall be 
treated as a taxable dividend to the extent of the earnings 
or profits accumulated by such corporation after February 
28, 1913.” [Emphasis supplied. }* 


The emphasized language of this section was changed, 
in 1924, to substantially the language of 115(g)(1) of 
the 1939 Code, i.e., “the amount so distributed 

to the extent that it represents a distribution of earnings 
or profits . . . shall be treated as a taxable dividend.” 
There is no indication, however, that Congress in- 
tended to change the law respecting the point here 
discussed. (See S. Rep. No. 398, 68th Cong., Ist Sess., 
p. 13.) 

Section 131 is a further evidence of Congress’ under- 
standing of the correlation between earnings or profits 
and the amount taxable as a dividend. If interpreted 
consistently with the Hirshon and Godley decisions, 
131 would produce absurd results. That section was 
intended to prevent the taxation of the same income by 
both the United States and a foreign country. It 
extends to taxpayers an election to credit income taxes 
paid to foreign countries and possessions of the United 
States against United States income tax. 

As a general rule, only taxes paid by the taxpayer 
qualify for the credit. Section 131(f)(1), however, 
‘ Section 115(a) of the Internal Revenue Code of 1939 defines 
the term “dividend” as any distribution “out of” either (1) 
earnings or profits accumulated as of the close of the taxable 
year prior to the year of distribution, or (2) earnings or profits 
of the taxable year of the distribution (without regard to any 
deficit in accumulated earnings or profits). The term “earnings 
or profits,” wherever used in this article, means either accumu- 
lated earnings or profits or current earnings or profits. All 
references to statutory provisions are to the Internal Revenue 
Code of 1939, unless otherwise specified. 

* H.R. Rept. No. 1337, 83rd Cong., 2d Sess., p. A94; Sen. Rept. 
No. 1622, 83rd Cong., 2d Sess., p. 248. The House Report 
shows that this was believed to be the law under the 1939 
Code. The Senate Report states that no inference respecting 
prior law is to be drawn from the 1954 Code provisions affect- 
ing the taxability of dividends. 

5 Section 201(d) of the Revenue Act of 1921. 
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provides that if a domestic corporation receives “divi- 
dends” (as defined in Section 115(a)) from a foreign 
corporation, of which it owns at least 10% of the 
voting stock, the domestic corporation is deemed to 
have paid that proportion of the foreign taxes paid 
by the foreign corporation with respect to the accumu- 
lated profits from which the dividends were paid, 
which the amount of the dividends bears to the amount 
of such accumulated profits. 

The formula for determining the amount of the 
credit is: Dividends divided by Accumulated profits 
multiplied by Foreign Income Tax Paid in Respect of 
Accumulated Profits (Am. Chicle Co. 316 U.S. 450). 

Assume the following facts with respect to a wholly- 
owned foreign subsidiary: 


Rubin + 9 


Accumulated profits of 
foreign corporation 
Foreign income tax paid 
in respect of accumu- 

lated profits = $800/$1,000 « $200 = $160 


$ 800 





If the subsidiary distributed a property dividend with 
both a cost and fair market value of $800, the amount 
of the foreign tax credit to the parent would be $160. 
computed as follows: 


$800/$800 « $160 — $160 
Suppose, however, that property with a cost of $800 
and a fair market value of $2,000 were distributed. 
If the Hirshon-Godley approach is applied, the statu- 
tory formula yields a foreign tax credit of $400, com- 





Net income $1,000 puted as follows: 
Foreign income tax 200 


$2,000/$800 « $160 = $40) 





The facts in the Hirshon and Godley cases 


The Tax Court Decision. The Hirshon 


and Godley cases involved share- 
holders of Southern Natural Gas Com- 
pany who received distributions of 


property and cash in 1947. The sum 
of the cash and the fair market value 
of the property at the time of distri- 
bution exceeded the _ corporation’s 
earnings or profits. However, the sum 
of the cash and the cost to the corpora- 
tion of the property distributed was 
less than the amount of the corpora- 
tion’s available earnings or profits; and 
the Commissioner contended for this 
reason that the distributions were fully 
taxable as dividends. As an alternative 
he ‘contended that the distributions 
were taxable as dividends to the ex- 
tent they did not exceed earnings or 
profits and that the remainder was 
taxable under Section 22(a) as other 
income. 

Consistently with its prior decisions, 
the Tax Court held that the amount 
of the dividend was limited to the 
amount of earnings or profits; and 
that the excess over this amount was 
not other income under 22(a), but 
was applicable in reduction of the 
basis of the taxpayer’s stock of the 
distributing corporation under Sec- 
tion 115(d). Estate of Ida S. Godley, 
19 TC 1082 (1953). The Tax Court 
reached the same result in the Hir- 
shon case, relying on its decision in 
the Godley case. 


The Tax Court’s decision was based 
that the amount 
taxable as a dividend must be equal 
to the aggregate amount of earnings 
or profits. It felt that the Commis- 
sioner’s position required all unre- 
alized appreciation in the value of 
distributed property to be treated as 
a dividend even in the case of a cor- 
poration with no earnings or profits, 
or with a deficit. It viewed the Com- 
missioner’s argument as an attempt to 
accomplish indirectly what the Gen- 
eral Utilities decision prevented him 
from doing directly; that is, to tax as 
a dividend the value of appreciated 
property even though earnings or prof- 
its were sufficient to cover only the 
cost of the property. 7>as, if General 
Utilities had decided that gain is real- 
ized by a corporation upon a distri- 
bution of appreciated property, the 
resulting increase in the earnings or 
profits of Southern Natural Gas Com- 
pany would have been sufficient to 
cover the fair market value of the dis- 
tributed property. 


on the conclusion 


The Courts of Appeals Decisions. 
Upon appeal both decisions were re- 
versed by the Courts of Appeals for 
the Second and Third Circuits. The 
reasoning in both cases was the same 
for the most part. 

Both Courts concluded that Section 


115(a), which defines “dividend,” re- 
quires that the determination of 
whether a distribution is a dividend 
be made from the standpoint of the 
corporation, and therefore, that the 
amount required to be “out of . . 

earnings or profits” for the purposes 
of Section 115(a) was the same as the 
amount by which earnings or profits 
were reduced for purposes of deter- 
mining the taxability of subsequent 
distributions. Consistent with corpo- 
rate accounting, it was decided that 
a distribution of property reduces 
earnings or profits in the amount of 
the cost of the property to the corpo- 
ration rather than its fair market value 
at the time of distribution since, as to 
the corporation, fair market value is 
immaterial. If earnings or profits are 
sufficient to absorb the cost, the dis- 
tribution is entirely “out of .. . earn- 
ings or profits” and is a dividend in 
its entirety. The earnings or profits 
limitation contained in Section 115(a) 
was contrelling the 
nature of the distribution, but not the 
amount taxable to the shareholders. 
The latter question was thought to be 
governed solely by Section 115(j), 
which provides that a distribution of 
property which is a dividend shall be 
included in the shareholder’s income 
in the amount of its fair market value 
at the time it becomes income to the 
shareholders. w 


interpreted as 
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Thus, the credit to the domestic corporation would 
exceed the amount of the foreign tax actually paid! 

The statutory treatment of distributions by personal 
service corporations provides another illustration of 
Congressional adoption of the correlation approach. 
Section 115(e) provides exemption from tax of dis- 
tributions made by personal service corporations “out 
of . . . earnings or profits” which were previously 
taxed to the sh areholders, although not distributed to 
chem by the corporation. Under Section 218 of the 
Acts of 1918 and 1921, personal service 
corporations were taxed like partnerships. Consistently 
with such treatment, Section 115(e) stated the rule 
necessary to prevent an additional tax upon the dis- 
tribution of the previously taxed income. The use of 
the language “out of . . . earnings or profits” in Sec- 
115(e) to provide for an exemption equal in 
amount to previously taxed earnings or profits is con- 
sistent with the correlation theory of Section 115(a) 
But if the Hirshon-Godley construction of Section 115 
(a) is applied to the 
Section 115(e) 

Thus, suppose a corporation which qualified under 
the Revenue Act of 1918 and 1921 as a personal serv- 
ice corporation made a distribution out of earnings 
or profits of $100,000 which were taxable to its share- 


Revenue 


tion 


same language contained in 
, absurd results follow. 


holders when earned, although not distributed. Sup- 
pose the corporation had additional earnings and prof- 
its accumulated since March 1, 1913, but prior to 
January 1, 1918 in the amount of $100,000, and the 
distribution consisted of property having a cost of 
$100,000 and a fair market value of $200,000. Under 
the Hirshon-Godley approach, the entire distribution, 
because chargeable at cost only to the exempt earn- 
ings and profits, would be entirely “out of” such earn- 
ings and profits, therefore entirely exempt from tax. 
The conclusion that the amount taxable as a divi- 
dend may not exceed earnings or profits is supported 
by the language of Section 115. It provides a consistent 
rule as to dividend treatment, is clearly supported by 
the legislative history of 115 and is in accord with 
the intent of Congress as shown by other sections 
of the Code which are consistent with it. The results 
flowing from the Hirshon-Godley rationale are inde- 
fensible on policy grounds, contrary to legislative his- 
tory, and are based on a strained interpretation of the 
language of 115. These factors, without more, amply 
demonstrate the incorrectness of the decisions in the 
Hirshon and Godley cases. analysis of 
these decisions reveals that they were reached by way 


A closer 


of an erroneous premise, erroneously extended. 


THE BASIG ERROR OF THE HIRSHON-GODLEY RATIONALE 


THE CONCLUSIONS UPON WHICH the Hirshon and God- 
ley decisions are based were best summed up by the 
Third Circuit, as follows: 

“Section 115(a) and (b) define a dividend. For purposes 

of characterizing a distribution as a dividend vel non, 

i.e., whether it is out of earnings or profits, the sole 

relevant test is from the standpoint of the distributing 

corporation and from that standpoint fair market value 
is immaterial. The amount of a distribution, once it is 
determined that the distribution is a dividend, is 
governed solely by 115(j), and is measured solely from 
the standpoint of the distributees and with reference to 
fair market value, and for that purpose the earnings or 
profits of the corporation are immaterial” (213 F. 2d at 

900). 

Relevance in interpreting statutory provisions should 
obviously be determined from the standpoint of the 
persons most affected by the interpretation. To charac- 
terize a distribution as a dividend “from the standpoint 
of the distributing corporation” is almost a quintes- 
sence of irrelevance. No question of the taxability of 
the distributing corporation was involved in the 
Hirshon and Godley cases. Only in special situations 
are corporations affected tax-wise by the determination 
of whether a distribution made by them is a dividend. 
The most important tax consequence of this determina- 
tion falls upon the shareholders. Thus, the rationale of 


the cases is based upon a premise wholly unresponsive 
to the issue involved. 

The question of what is a “dividend” affects corpora- 
tions chiefly where the purpose of the statute is to 
prevent avoidance from surtax by shareholders. For 
example, the old Section 102 provides a penalty on 
corporations which accumulate earnings or profits to 
enable shareholders to avoid the surtax on dividends. 
Section 500, which imposes a surtax on personal hold- 
ing companies based on “undistributed subchapter A 
net income,” serves essentially the same purpose of 
preventing tax avoidance by shareholders. The short- 
lived Undistributed Profits Tax fulfilled a similar pur- 
pose. Moreover, the effect upon the corporation of a 
property distribution in the above cases is explicitly 
covered by Section 27(d). Therefore, the dependence 
of these corporate tax consequences upon the meaning 
of the term “dividend” is unaffected by what decision 
is reached regarding the “standpoint” from which 
“dividend” is to be interpreted. Section 27(d) pro- 
vides a credit against the corporate tax base in con- 
nection with the above taxes in the amount of the cost 
or the fair market value of the distributed property 
whichever is lower. 

Perhaps the only support for the adoption of 
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corporate standpoint in the Hirshon and Godley cases 
existed in connection with the computation of earnings 
or profits of those corporations, which, under the ex- 
cess profits tax, adopted the “invested capital” method 
of computing the excess profits credit. However, Con- 
gress adoption of this concept for corporate excess 
profits tax purposes provides little support for the con- 
clusion that it should be defined from the standpoint 
of the corporation. The concept had been used to 
define the term “dividend” for 24 years prior to its use 
in the excess profits tax. This was the first time that 
it had ever had an effect of substantial importance 
upon corporate taxes. The excess profits tax has less 
permanance than the income tax. It seems fairly clear 
that earnings or profits should be defined in the con- 
text of the area of its most important and earliest 
application in the income tax, and, therefore, from the 
standpoint of shareholders. 

It may be that, in using “earnings or profits” for 
corporate tax purposes, Congress realized it was fitting 
a round peg into a square hole. But the excess profits 
tax law was, in large part, formulated on the basis of 
compromises between the purposes of the law and 
administrative convenience, and for that reason tax 
concepts currently in use in connection with the in- 
come tax were employed to the extent possible. (See 

g., 50 Yale L.J. 1206, 1221-1223 (1941) ). 


The materiality of fair market value 

The conclusion that fair market value is immaterial 
in determining what is a dividend is contrary to the 
face of Section 115, to its legislative history, and to 
decisions reached by other courts. Sections 115(b) 
and (d) explicitly recognize, as a source of distribu- 
tions, “increase in value of property accrued before 
March 1913.” In 1918, the Ways and Means Com- 
mittee noted, in commenting on an amendment to a 
predecessor of Section 115(b): 

“Under court decisions an addition to surplus through 
re-appraisement of assets is not made out of earnings or 
profits, and therefore a distribution of the amount so 
added to surplus would not be a taxable dividend, since 
not made out of earnings or profits” (H.R. Rep. No. 
767, 65th Cong., 2nd Sess., p. 4). 

In 1924, Congress again concerned itself with the 
question of distributions out of unrealized apprecia- 
tion, this time in connection with a predecessor of 
Section 115(d). The Ways and Means Committee 
cited, as an example of the kinds of distributions which 
were controlled by Section 115(d), “ 
of unrealized appreciation in value of property” 
Rep. No. 179, 68th Cong., Ist Sess., p. 12). 

In the face of these clear indications regarding the 
meaning and purpose of Section 115(d), the Second 
Circuit rejected the contention that the excess of the 
value of the distributed property over earnings or 
profits should be governed by that section. The Court 
concluded that Section 115(d) was operative only 


distributions out 


(H.R. 


' capital of the corporation impaired,” 
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with respect to “distributions which have left the 
relying only on 
the caption of the section for this conclusion. 


The reliance upon corporate accounting 


The Hirshon and Godley cases reasoned that since 
property is carried at cost on the books of the distribut- 
ing corporation, upon distribution earnings or profits 
are reduced by cost, in conformance with “sound 
corporate accounting practice.” 

This reasoning is merely an extension of the basic 
error of the rationale. Property is carried on the books 
of the corporation at its cost for purposes of determin- 
ing the taxable income of the corporation. But the 
“taxable income” of the corporation and “earnings or 
profits” are not the same amount; and, more important, 
they serve as tax bases for different taxpayers. The 
corporation’s gain on a sale of property is measured 
by the difference between the corporation’s cost and 
what it receives on the sale. The question of taxable 
gain to the corporation is determined by the provisions 
of Sections 111(a) and 113(b). But a distribution of 
property to shareholders is not a sale. It is not taxed 
to the corporation. It is taxed to the shareholders, and 
its effect in reducing earnings or profits is controlled 
by Section 115. Therefore, it is immaterial, in deter- 
mining the amount by which earnings or profits should 
be reduced upon a distribution of appreciated prop- 
erty, that the property has previously been carried on 
the books of the corporation at its cost. 

The amount by which earnings or profits are re- 
duced by a distribution quite clearly should not be 
dictated by “sound corporate accounting practice.” 
The latter is based upon local corporate law and upon 
other considerations which are wholly foreign to ques- 
tions of the taxation of shareholders. Furthermore, 
questions as to what is “sound” in accounting practice 
are so many and varied as to make it improbable that 
Congress intended such a criterion to control ques- 
tions arising under Section 115. The Second Circuit 
had some difficulties in this respect. (See 213 F. 2d at 
527, where the Court compared the different rules ap- 
plicable in different jurisdictions regarding distribu- 
tions out of appreciation surplus ). 

But, in reply to the taxpayer's argument that ac- 
counting practice is irrelevant to the resolution of the 
Hirshon issue, the Second Circuit stated: 


“<< 


where, as here, the statutory pattern of taxation 
and the language used to accomplish it are both in 
accord with sound accounting and business practice such 
an argument furnishes no ground for reading the statute 

otherwise than it is written” (213 F. 2d at 528). 

On the contrary, neither the language nor the statu- 
tory pattern of Section 115 supports the Court's state- 
ment. “Earnings or profits” is a term of art in the tax 
law. The somewhat comparable term “corporate sur- 
plus,” commonly used in corporate law and account- 
ing, was not used in 115. The whole statutory scheme 
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of 115 negates the possibility that “corporate surplus” 
and “earnings or profits” are the same concepts, or 
that they operate in the same manner. Thus, under 
115(a )(2), a distribution out of current earnings or 
profits is a dividend even though the corporation has a 
deficit. Under 115(d), a distribution is a return of 
capital if out of earnings accumulated before March 1, 
1913. Under 115(h), a capitalization of surplus by 
means of a nontaxable stock dividend does not de- 
crease earnings or profits. Nor are earnings or profits 
increased or decreased as a result of a gain or loss 
realized by the corporation but not “recognized” under 
the tax law (115(1)). 


The “symmetry” argument 


The Courts hold that because the appreciation in 
value of distributed property never increases earnings 
or profits, it may not, therefore, decrease earnings or 
profits. This reasoning is fallacious. Earnings or 
profits are affected for two reasons. They are affected 
as a result of the business and income producing ac- 
tivities of the corporation on the one hand and as a 
result of distributions to shareholders on the other. 
Thus, if a corporation realizes gain or loss, earnings or 
profits are correspondingly increased or decreased as 
distribution to 
shareholders, however, even though not a realization 


a consequence of such realization. 


as to the corporation, decreases earnings or profits. A 
distribution to shareholders decreases earnings or 
profits, not because the corporation realizes a loss, but 
because the distribution is treated as a dividend to 
the shareholders, and a decrease of earnings or profits 
is necessary to prevent treatment of subsequent distri- 
butions as dividends on the basis of the same earnings 
or profits. Therefore, while appreciation in value does 
not increase profits, earnings or profits 
should be decreased by any appreciation which con- 
stitutes dividend income to the shareholders. 


earnings 


The reliance upon Section 115(j) 


Both Courts attached great weight to Section 115(j). 
That section provides that if “the whole or any part of 
a page! is paid in the form of property other than 
money, it “shall be included in gross income at its fair 
mz re Vv: fh ue at the time as of which it becomes in- 
come to the shareholder.” 

On its face, 115(j) in no way supports the theory 
advocated by the Commissioner. Its effect upon the 
taxability of a distribution depends on the meaning 
of the term “dividend,” for without the presence of a 
“dividend” it is wholly inoperative. Section 115(j) 
states a rule affecting the amount includible in income 
in respect of a property dividend. But, contrary to the 
conclusion of the Courts, there is no indication that 
it states the only rule on this question. The essential 
question is whether or not 115(a) and (b), which 
define “dividend,” state a rule respecting the amount 


of a distribution which will be taxable as a dividend. 

“Dividend” has been defined in substantially the 
same terms by 115(a) and (b) and their statutory 
predecessors since 1916, twenty years prior to the 
enactment of 115(j). Before 115(j) existed, 115 (a) 
and (b) and their predecessors were the only sec- 
tions which could have contained the rules defining 
the amount taxable as a dividend. The language of 
those sections is obviously intended to state such rules. 
“Dividend” is defined in 115(a) in terms of “earnings 
or profits.” The latter term describes an amount, not 
a res. Certainly, 115(a) and (b) control the amount 
taxable in respect of cash distributions. Thus, both the 
concept embodied in 115(a) and (b), and the fact 
that 115(j) did not exist to perform the function, make 
it clear that sub-sections (a) and (b) formerly con- 
tained the only statutory rules governing the amount 
taxable as a dividend upon a property distribution. 
Nor may it be supposed that Congress was unaware of 
the tax problems affecting property distributions. The 
definition of “dividend” has explicitly included distri- 
butions of property other than cash since 1918 and 

early Committee Reports contain statements addressed 
to the provlems arising from the existence of unreal- 
ized appreciation of property in the hands of the 
corpox ation. 

There is every indication that 115(j) was not in- 
tended to strip from 115(a) and (b) their function of 
determining the amount taxable in respect of prop- 
erty dividends. Section 115(j) was enacted without 
legislative comment, a clear indication that it was not 
considered to be an important provision. The Hirshon- 
Godley construction of 115(j) is more clearly refuted, 
however, by a Congressional pronouncement at the 
very time when 115(j) was introduced into the Code. 
The Senate Finance Committee, in commenting on 
the addition of the current earnings test to 115(a), 
stated that “distributions not exceeding in amount the 
current earnings are dividends constituting income to 
the shareholders.” [Emphasis supplied.] (S. Rep. No. 
2156, 74th Cong., 2nd Sess., p. 18 (1936). Such a 
statement would hardly have been made had Congress 
intended 115(j) to have the meaning attached to it by 
the Hirshon and Godley decisions. 

The only reason advanced by the Second Circuit 
for its reliance on 115(j) was its inability to believe 
that the section was intended only to fix the time of 

valuation of property dividends. The Third Circuit 
thought such an explanation of 115(j) would render 
it “meaningless.” Yet the regulations to this day ap- 
parently attach no greater significance to it, for, apart 
from a restatement of the statutory language, they 
touch only upon the valuation question (Reg. 118, 
Sec. 39115-10). For about sixteen years after the 
enactment of 115(j), during which the Commissioner 
many times litigated the question of the dividend 
treatment of appreciated property distributions, his 
argument was that earnings or profits were increased 
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by the distribution rather than that 115(j) affected the 
problem. It is apparent that the Commissioner also 
viewed 115(j) as a valuation provision. 

The Courts’ dismissal of the valuation interpretation 
of 115(j) as too insignificant to have been intended 
is an unsupported conclusion. Certainly, there are 
other provisions in the Code dealing with valuation 
(See e.g., 811(j), 811(k), 1005). The fact that Con- 
gress made no comment with respect to T15(j) at the 
time of enactment is a good indication that it was not 
considered of great importance. 

Statutory clarification respecting the valuation of 
property dividends was perhaps more important than 
the Courts realized. At the time of enactment of 115(j), 
Congress also enacted the Undistributed Profits Tax on 
corporations. One of the chief objections raised against 
the tax in the Congressional hearings, prior to its 
enactment, was that it would place at a disadvantage 
corporations which, for business reasons, were unable 
to pay out their profits in the form of cash. The Treas- 
ury countered this objection by pointing out that a 
corporation could distribute dividends other than cash, 
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such as scrip and other corporate obligations, or its 


-own stock, thus enabling it to avoid the tax without 


depriving itself of needed funds. Therefore, it was ap- 
parently anticipated that the Undistributed Profits Tax 
would cause a substantial increase in the number of 
property dividends distributed by corporations. A 
statutory provision stating the rule respecting the 
time of valuation of such dividends was highly appro- 
priate in this context. 

There is nothing to justify the reliance of the 
Hirshon and Godley decisions on Section 115(j). Both 
the language and the legislative history of the section 
support the conclusion that it was not intended to re- 
move from 115(a) and (b) their function of limiting 
the amount taxable as a dividend in respect of prop- 
erty distributions. The Courts’ conclusion that Con- 
gress could not have intended 115(j) to serve only a 
valuation function, because such a function was in- 
significant, is both irrelevant and incorrect. Congress’ 
statement respecting the amount taxable as a dividend, 
at the very time of enactment of 115(j), clearly refutes 
the Courts’ interpretation of that section. 


‘THE IMPLICATIONS OF THE HIRSHON-GODLEY RATIONALE 


\s A RESULT OF THE Hirshon and Godley decisions, the 
relation between the amount of earnings or profits and 
the amount taxable as a dividend becomes fortuitous, 
and the aggregate amount taxable as a dividend is 
made to depend on the sequence of distributions. 
Thus, suppose a corporation has $100 of earnings or 
profits. If the corporation first distributes $100 in cash 
and later distributes an asset having a cost of $100 and 
a value of $1,000, the amount taxable in respect of 
both distributions would be $100. But, if the order of 
distribution were reversed, the amount taxable in re- 
spect of both distributions would be $1,000. Or, sup- 
pose that a corporation having $1,000 of earnings or 
profits first distributes an asset with a cost of $1,000 
and a value of $100 and later distributes $1,000 in 
cash. The total amount taxable to the shareholders 
would be $100. But, if the order of distribution were 
reversed, the amount taxable would be $1,000. 

Even if, as a policy matter, it were to be concluded 
that appreciation in the value of distributed property 
should be taxed as a dividend so long as the corpora- 
tion has no deficit, the Hirshon-Godley rationale 
provides no consistent effectuation of such a policy. 
Under the approach there adopted, the treatment 
of appreciation depends on the existence of earnings 
or profits. Thus, suppose that a corporation with 
$1 of earnings or profits distributes an asset with an 
adjusted basis of $1 and a fair market value of $1,000. 
The Hirshon-Godley rationale requires the entire 
$1,000 to be treated as a dividend. But if the corpora- 
tion had no earnings or profits the distribution would 
fall entirely under 115(d). Such a pattern of dividend 


taxation of the appreciation in value of distributed 
property is difficult to justify. 

Moreover, the Hirshon-Godley rationale creates a 
hiatus between 115(a) and (d) with the result that no 
provision is made for the treatment of certain dis- 
tributions. Under the rationale a distribution is “out 
of earnings or profits” if it reduces earnings or profits, 
and in determining reduction of the corporate ac- 
counts, fair market value is immaterial. Section 115(d) 
is, according to the Second Circuit, operative only 
with respect to a distribution which impairs the 
capital of the corporation. Thus, a distribution of a 
zero basis asset could not fall under 115(d) since it 
does not impair capital. On the other hand, if the 
corporation has no earnings or profits, the distribution 
presumably could not be treated as a dividend. Essen- 
tially the same dilemma results where a corporation 
sells assets to its shareholders for an amount sufficient 
to recover its basis, but less than the value of the 
property. Since a transaction results in a dividend, 
under the Hirshon-Godley rationale, only if there is a 
reduction in earnings or profits attributable to the 
cost of the property, such a transaction is likewise 
nowhere covered in the Code. This is true even if the 
corporation has earnings or profits, since the transac- 
tion effects no reduction therein. 

The Second Circuit explicitly stated that the appre- 
ciation in value of the distributed property was not 
“out of” earnings or profits, a conclusion which is con- 
sistent with the rest of the opinion (213 F. 2d at 529). 
The appreciation was thought to be taxable as a divi- 
dend because the cost of the property was “out of” 





14 » 


The Journal of Taxation * 


January, 1955 


earnings or profits. Stated in another way, these trans- 
actions cannot even be viewed as “distributions” from 
the standpoint of the corporation because the corpo- 
ration has only given up appreciation in the value of 
property which, under the Hirshon- Godley rationale, 
Such distributions are apparently 
doomed, under the Hirshon-Godley rationale, to re- 
main suspended somewhere between 115(a) and 
115(d 
Code. 


is immaterial. 


). never to come to rest in the Internal Revenue 


The Fourth Circuit reached the opposite result in 
Timberlake v. Commissioner (132 F. 2d 259( 1942) ) in 
connection with a bargain This 
decision was reached despite the taxpayer's argument 


sale to shareholders. 


that no dividend was distributed because the cost . 
the property to the corporation was recovered by 

in the transaction (taxpayer's brief, p. 23). The con- 
trary result required by the Hirshon-Godley approach 
is wholly unjustifiable.® 


The Commissioner's recent approach 


The undesirable consequences of the Hirshon-God- 
ley rationale are avoided if a somewhat different ap- 
proach is taken. Dividend treatment would be required 
of all property distributions in the amount of the ex- 
cess of the fair market value of the property over the 
amount by which capital would be reduced as a result 
of the distribution. Reductions of corporate accounts, 
as under the Hirshon-Godley rationale, would dis- 
regard the fair market value of the distributed prop- 
erty and would be determined only by cost. Under this 
approach a distribution of an asset with a zero basis 
would dividend treatment, as would the 
bargain sale type of transaction involved in the Timber- 
lake case. Nor would the treatment of the appreciation 
be made to depend on the existence of earnings or 
profits, or upon the sequence of distributions. 

The Commissioner, apparently aware of the short- 
comings of the Hirshon-Godley rationale, has already 
urged the above described approach in court. In 
Michael P. Erburu (TC Docket No. 51,137), 
pending before the Tax Court, the Commissioner took 
the position that the entire amount of appreciation in 
the value of distributed property is always taxable as 
a dividend, even if the corporation has a ‘deficit in ac- 
cumulated earnings or profits, and a loss in the year 


result in 


now 


of distribution. The Commissioner relies upon isolated 
portions of the Hirshon and Godley opinions as 
authority, apparently because he can find no better 
support. 

The Commissioner's position in the Erburu case is 


*Cf. Palmer v. Commissioner, 302 U.S. 63 (1937) where the 
issue and the facts were the same as in the Timberlake case, 
with one exception; that is, at the time the corporation offere ad 
its property for sale, the offering price was equal to the value 
of the property. The Supreme Court held that the distribution 
was not a dividend because of the equality of offering price 
and value. It is clear from the opinion, however, that if the 
value had exceeded the offering price, a contrary result would 
have been reached. (See 302 U.S, at 69.) 


in complete and patent disregard of Section 115(a), 
which makes earnings or profits a prerequisite to divi- 
dend treatment. Section 115(a) could be satisfied, in 
the absence of earnings or profits prior to the distribu- 
tion, only if the distribution gave rise to earnings or 
profits in the amount of the appreciation. This theory 
is the only one of those favored by the Commissioner 
which is at all defensible on policy grounds, since 
under that approach the amount taxable as a dividend 
would be reduced by the amount of a pre-existing 
deficit and the policy difficulties with the Hirshon- 
Godley pattern of dividend treatment would also be 
avoided. This rule has been incorporated in Section 
312(b) of the 1954 Code, but only with respect to 
“inventory assets” there defined. But this theory is pre- 
cisely the one which the Commissioner has unsuccess- 
fully urged many times before the Tax Court and 
which was reje scted by the Sixth Circuit in Estate of 
Timken vy. Commissioner 141 F. 2d 625 (1944) (be- 
cause, under the General Utilities decision, a distribu- 
tion is not an income-producing transaction ). 

The Commissioner's approach in the Erburu case 
relies upon the following statements removed from 
their context in the Hirshon opinion: 


“The appreciated value of the Southern Production 
Stock [the property distributed ] was not, nor was it 
required to be, a distribution ‘out of’ Southern’s earnings 
or profits it was simply a distribution of that 
appreciation which was ay a part of Southern’s earnings 
or profits or of its capital” (p. 529). and also, 

a we think that Section 115(d), as its caption 
‘Other Distributions from Capital indicates, is rather 
designed to subject to capital gains taxation those dis- 
tributions which have left the capital of the corporation 
impaired” (p. 528). 


The Commissioner argues that, since under the 
Hirshon rationale distribution of appreciation of prop- 
erty is not charged on the books of the corporation and 
thus cannot impair capital, Section 115(d) is never 
applicable to appreciation. Therefore, appreciation is 
always taxable as a dividend. The Commissioner does 
not, in his brief in the Erburu case, explicitly charac- 
terize the appreciation as a “dividend,” although he 
claims that it should be treated as ordinary income. 
However, since he relies on the Hirshon case, wherein 
he expressly disclaimed the argument that appreciation 
was “other income” under 22(a), rather than dividend 
income under 115, and where the Court did hold the 
appreciation to be income, the Commis- 
sioner'’s position in the Erburu case presumably is that 
the appreciation is a “dividend.” His failure explicitly 
so to state is understandable. 

The conclusion that any distribution which does 


“dividend” 


not 


thus impair capital is a dividend effects a reversal of 
the roles of 115(a) and (d). Section 115(a) includes 
distributions “out of earnings or profits” and 115(d) 
includes “any” distribution except those explicitly ex- 
cluded. Under the Commissioner’s Erburu approach, 
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the term “dividend” is defined under 115(a) as “any 
distribution to the extent it does not impair capital” 
and 115(a) is thus invested with the “catch-all” func- 
tion which, as shown by its clear language, was in- 
tended to be carried out by 115(d). 

As a matter of fact, the Hirshon case refutes the 
Commissioner's position in the Erburu case. The Sec- 
ond Circuit stated, 


“In Commissioner v. Timken, 6 Cir., 1944, 141 F. 2d 
625, cited by the taxpayer, a dividend in kind was held 
not taxable as income to the stockholder, but there the 
cost of the property distributed was not covered by any 
earnings or profits (which had been exhausted by prior 
cash dividend distributions), and in effect constituted 
a distribution of capital” (p. 526). 
In thus distinguishing the Timken case from the 
Hirshon situation, the Second Circuit clearly implied 
that in the case of a distribution of appreciated prop- 
erty, the cost of which reduced the capital of the cor- 
poration, the appreciation would likewise be treated 
as a distribution of capital. Therefore, contrary to the 
Commissioner's contention, the Hirshon-Godley ra- 
tionale makes the treatment of appreciation depend 
upon the corporate account which is reduced as a re- 
sult of the distribution. (See example on page 13. ) 


The pattern of the 1954 Code 


Section 312(a) of the 1954 Code provides that 
the adjusted basis of distributed property (rather than 
its fair market value) shall be charged to earnings or 
profits. Thus, the correlation principle will not be 
followed under the 1954 Code, even though Congress 
clearly intended that the amount taxable as a dividend 
in respect of a property distribution should be limited 
to the amount of earnings or profits (see above). If 
dividends are so limited under the 1954 Code, either 
because the Hirshon and Godley cases are eventually 
overruled, or independently of the resolution of the 
issue in those cases, some strange results will ensue. 
Thus, if a corporation with $100,000 of earnings or 
profits distributes two assets with an aggregate value 
of $200,000 and a zero basis, only $100,000 will be 
taxed as a dividend. But if it distributes the assets at 
different times, $200,000 will be treated as a dividend. 
the other hand, the Hirshon-Godley rule 
respecting the amount taxable as a dividend is carried 
under the 1954 Code, the difficulties described 
on pages 14 and 15, supra, will arise. 

[t should be noted that Congress, in enacting Sec- 
tion 312(a) of the 1954 Code and showing at the same 
time its intent that dividend treatment be limited to 
the amount of earnings or profits, intended to accom- 
plish under the 1954 Code exactly what the Second 
Circuit in the Hirshon case thought Congress did not 
intend to do under prior Codes. (See 213 F. 2d at 
528.) Thus, subsequent events refute an important 
part of the reasoning of the Hirshon decision. Even 
though this combination of rules produces unjustifiable 


If, on 


over 
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results, they are certainly no worse than some of those 
under the Hirshon-Godley rationale. 

There appear to be only two theories which would 
produce results both consistent and reasonable in con- 
nection with the treatment of property distributions. 
One is the adoption of the correlation principle, which 
would necessitate a legislative reversal of 312(a) of 
the Code of 1954, and a statutory clarification of 
expressed Congressional intent regarding the amount 
taxable as a dividend. The other is the extension to all 
property of the rule applied to inventory property 
under the 1954 Code. 


Conclusion 


The present situation is as follows: 

1. The Courts have decided, thus far, that a dis- 
tribution of appreciated property does not increase 
earnings or profits in the amount of the appreciation, 
and the Commissioner has in recent cases abandoned 
this argument. As a policy matter, this approach can 
be defended, although it seems clear that Congress did 
adopt it prior to the 1954 Code. 

2. The “corporate standpoint” approach in deter- 
mining what is a dividend, followed in the Hirshon 
and Godley cases, depends upon a barely plausible 
interpretation of the statute. However, legislative his- 
tory, reason, and the implications of this approach for 
other situations, refute its validity. 

3. The Commissioner's approach in the Erburu case 
constitutes a perversion of the language and statutory 
pattern of Section 115. Even if it were decided as a 
policy matter that appreciation should be treated as 
giving rise to earnings or profits upon distribution, the 
failure to offset a deficit existing at the time of distribu- 
tion is clearly contrary to the policy of 115. 

4. The conclusion that the amount of a property 
distribution taxable as a dividend is limited to the 
amount of earnings or profits in accordance with the 
correlation principle, seems correct. That principle is 
supported by the language, statutory pattern, and 
legislative history of 115, and its operation produces 
consistent and clearly defensible results in connection 
with the dividend treatment of appreciated property. 

The question of the proper treatment of appreciated 
property distributions has been presented in the 
Courts many times. The conclusions reached by the 
several courts have been far from unanimous and the 
positions taken by the Commissioner far from consist- 
ent. In spite of the Hirshon and Godley decisions, tax- 
payers should treat the questions there involved 
still open. * 


* Mr. Rubin is a member of the New York bar. He 
was formerly with the American Law Institute. A 
graduate of Columbia Law School, his writings have 
appeared in the Harvard Law Review and The Journal 
of Taxation. 








Allocation v, apportionment as a basis 


for equitable state taxation of business 


LLOCATION AND APPORTIONMENT of 

income by a corporation engaged in 
a multiple stage operation, and having 
several classes of income from a number 
of integrated divisions, presents a con- 
fusing problem. The net income of such 
a corporation is not 100% in one state, 
in the truest economic sense, where its 
sales activities and the receipt of its 
income extends to states, even 
though it has no office (executive or 
otherwise) outside the state of domicile. 
While such a corporation may have in- 
come which is allocable, it must have 
income which is apportionable. 


other 


Use of separate accounting 

Before looking further into the treat- 
ment of specific allocations and appor- 
tionments, it might be well to consider 
the concept of allotting income to states 
on the basis of separate accounting. The 
concept, as the name implies, is a pro- 
cedure under which the source and the 
income-producing activities within each 
state are determined separately. There 
are those who contend that allocation 
to the states should be determined on 
the basis of separate accounting, even 
though it is necessary to apportion ex- 
penses to determine the allocation. 

It is my opinion that the method of 
separate accounting is most appropriate 
for determining the taxable income at- 
tributable to each state by corporations 
engaged in such businesses as the con- 
struction or contracting business, or 
where the business activities and opera- 
tions of any kind of business conducted 
in two or more states are so unrelated as 
to constitute, in effect, separate and dis- 
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tinct businesses. For an example, sup- 
pose that a Georgia corporation owns 
and operates a chain of retail hardware 
stores in Georgia and at the same time 
owns and operates cotton gins and oil 
mills in Texas under the direct super- 
vision of an executive vice-president. 
The operations in Georgia have nothing 
in common with the operations in 
Texas. The income and expenses of each 
operation can be easily and separately 
determined and is a superior method 
of allotting net income to the separate 
taxing jurisdictions. However, it is my 
opinion that business entities in which 
separate accounting will produce a more 
accurate result (excepting completed 
contract operations) are rather few, and 
are in no sense unitary or integrated 
businesses. 


Limitations on separate accounting 


Where the activities and operations 
of a business extend across state lines 
and are an integral part of a unitary 
business, the net income therefrom, in 
the best economic sense, should be 
apportioned. It should be so appor- 
tioned as to reflect proper income effect 
to the state from which the income 
was received and the activities were 
carried on. It is not practical from the 
standpoint of accounting or economic 
accuracy to segregate gross income and 
expenses attributable to each taxing 
jurisdiction, to say nothing of the tre- 
mendous burden of details necessary 
for a compliance with and administra- 
tion of state income tax laws. 


1 Mr. Cox is director, Foreign Corporation In- 
come Taxes, State of Georgia. 
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I emphasize here that I am definitely 
of the opinion that the separate account- 
ing method is wholly unsuited to the 
proper allocation of the income of a 
unitary or integrated business and 
should be employed only where the 
business within the state is wholly un- 
related or distinctly separate from the 
business without the state, and the in- 
come and expenses attributable thereto 
easily determined. 

Apportionment is not the ideal of 
perfection, but it serves a very useful 
purpose where precision cannot be 
more accurately ascertained by other 
methods. 


Factors used in apportionment 


A formula for the apportioninent of 
income should apportion to a state for 
taxation the economic benefits reduced 
to net income furnished by the state. 
No taxpayer should object to such an 
apportionment, and no state is entitled 
to more. To accomplish this result, the 
formula must consist of and give proper 
weight to the major factors responsible 
for earning the income. No formula has 
ever been devised which will reflect 
with perfect accuracy the net income 
attributable to the activities within a 
state and we therefore have to be con- 
tent with something less than perfect. 
But there is no reason why we should 
be content with less than its nearest 
known approach. 

Rough approximation in the appor- 
tionment of income is all that is neces- 
sary in order for a formula to meet con- 
stitutional or judicial requirements, but 
when rough approximations are all re- 
solved in favor of the states, the tax- 
payer experiences a sense of injustice. 
For a state to employ a formula which 
arbitrarily apportions to the state for 
taxation net income beyond the eco- 
nomic and civil benefits furnished by 
the state, is morally wrong. If the states 
are to demand right from others, they 
must first do right to others—they must 
first set the example. 


Justification of state taxation 

The taxpayer's interests being com- 
plementary to those of the states, tax 
statutes should be so designed as to 
support the well-being and economic 
benefit of both. Tax laws should not 
only look to the present needs of the 
state, but should be so thoughtfully 
designed as to attract new businesses 
into the state and to encourage the 
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expansion of businesses already there. 
The tax program of.a state should 
supply all increased needs for revenue 
from increased business income rather 
than new taxes and increased rates. 
Georgia’s present formula, while not 
perfect, is consistent with this principle. 


Right to define “doing business” 


Also, the formula is in harmony with 
the definition of doing business in the 
state. Some foreign corporations along 
with their local representatives and 
some curbstone kibitzers are contend- 
ing that the definition is artificial and 
that the legislature did not possess the 
power to circumvent the meaning of 
“doing business” as generally accepted 
by the judiciary. This thought finds 
some support in the decision of the 
Mississippi Supreme Court in the case 
of Reichman-Crosby v. Stone, 43 So. 2d 
184. However, I think the decision in 
that case was occasioned by the court 
confusing a statutory issue with consti- 
tutional requirements. Furthermore, the 
decision appears to be in direct conflict 
with the rationale of General Trading 
Co. v. State Tax Commission, 322 U.S. 
335, the rationale of which has been 
affirmed by more recent decisions of 
the court. 

The Reichman-Crosby decision raises 
in interesting question as to the rela- 
tion of the judiciary and the legisla- 
ture. A state legislature can, according 
to the General Trading Company de- 
cision, insofar as the Federal Constitu- 
tion is concerned, define “doing busi- 
ness’ as the solicitation and obtaining 
of orders within the state. At least that 
is true so far as Iowa is concerned. But 
the Mississippi Supreme Court seems to 
hold that the legislature of that state 
is powerless to adopt a definition which 
runs counter to its own notions of “do- 
ing business.” The Mississippi Supreme 
Court seems to have held that the Mis- 
sissippi Legislature was bound by con- 
stitutional limitations which were of 
no effect so far as the Iowa Legislature 
was concerned. 

The decision doesn’t make sense and, 
perhaps, was not supposed to. It raises 
the serious question of whether the 
court arrogated to itself functions which 
properly belong to the legislature. 

In the case of United States Glue 
Company v. Town of Oak Creek, 247 
U.S. 321, the U.S. Supreme Court said: 

“It is settled that a state may not 
directly burden interstate commerce, 
either by taxation or otherwise. But a 


tax that only indirectly affects the 
profits or returns from such commerce 
is not within the rule.” 

A state may apportion and tax net 
profit from business done in interstate 
commerce—only a tax by the state upon 
the privilege to do the interstate busi- 
ness is forbidden. The Federal Consti- 
tution does not seek to give interstate 
commerce any tax advantages over 
intrastate commerce, but to prohibit 
disadvantage to it. Exclusively inter- 
state commerce receives adequate pro- 
tection and all that was ever intended 
by the Constitution, when the income 
therefrom has been fairly apportioned 
by the states and the tax has been non- 
discriminatorily imposed. If the impo- 
sition and burden of the tax are reason- 
ably related to the sovereign power of 
the state, the tax is not prohibited. 

The states having not delegated to 
Congress the power to define “doing 
business” for purposes of a state tax 
upon net income derived from sources 
within its own borders, the state may 
do so by the inherent powers reserved 
to itself. Such income from sources 
within the state, which has become co- 
mingled with the income from sources 
in other states through the operation of 
a unitary business, should be appor- 
tioned. The state possesses the unquali- 
fied power to apportion the income 
upon any basis it chooses, so long as 
the part apportioned to the state is rea- 
sonably attributable to sources within 
the state or what is done in the state. 

Thus, Georgia proposes to apportion 
and tax net income from sources in this 
state, whether or not the income is de- 
rived from interstate or foreign com- 
merce. What kind of a formula should 
be used to effect such an apportion- 
ment? 


Creating apportionment formula 


While law and equity are not always 
the best of friends, there can be no rea- 
sonable objection to their being so. A 
formula should, to effect such an end, 
apportion to the state for taxation the 
nearest dollar of net income attributable 
to what occurred in the state, by giving 
proper weight to each major factor 
which contributed to the corporation’s 
total et income. 

Where net income was earned, in a 
true economic sense, depends upon 
where every activity and transaction 
pertinent to the end result were per- 
formed. This can best be determined 
by a rule of apportionment whose fac- 
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tors reflect an appropriate weight of 
the activities, capital, market, etc., 
which the corporation employed or ex- 
ploited within the state in earning the 
income. Such a formula will not only 
correctly measure income to be taxed 
but will reduce to a minimum the pos- 
sibility of a corporation creating the 
fiction of a nonresident tax situs. 

It is my opinion that where receipts 
are a factor, such as the sale of tangible 
personal property, market consumption 
is of major consideration in valuing the 
factor. I believe the state of market— 
the state of the customer, the state 
which furnished the money—is a major 
component element in producing net 
profit from the sale of tangible personal 
property and is entitled to a fair meas- 
urement of that profit for income tax 
purposes. I believe that the place of 
consumption wields a greater economic 
value in producing net profit than does 
the point of shipment. As between the 
point of shipment and that of destina- 
tion, I'am compelled by a sense of fair- 





‘Allocate’ or 


‘A ppo rlion?” 


ET US CONSIDER the distinction to 
4 be made in the “allocation of in- 
come” and the “apportionment of in- 
come.” Although the terms are fre- 
quently used interchangeably, I shall 
for the words “allocate” and “alloca- 
tion” refer to the procedure of assign- 
ing specific items of income or de- 
ductions; to a specific taxing jurisdic- 
tion. In other words, income with a 
known fixed situs, such as rentals or 
profit from the sale of real property, 
not used in the regular trade or busi- 
ness of the taxpayer, should be allo- 
cated to the jurisdiction in which the 
property is located. 

For the same reason, the words 
“apportion” or “apportionment” refer 
to the procedure of attributing the 
total of integrated, unitary, and un- 
allocable items of income to various 
taxing jurisdictions on the basis of 
some prescribed formula. In other 
words, income with no known fixed 
situs, such as income from sources in 
two or more states by reason of busi- 
ness activities carried on-across siate 
lines should be apportioned to the 
various jurisdictions on the basis of 
an acceptable formula. F.L.C. 
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ness to favor the latter. This is not to 
suggest that the state of manufacture 
should not have its fair measure of the 
income. All taxing jurisdictions recog- 
nize manufacturing as a major taxable 
event and accordingly, in apportioning 
income, reflect its weight to the state 
where the manufacturing is done; so 
why not the state of market, which is 
stable, cannot be moved or shifted, and 
without which there is no profit? 

When a corporation invests large 
sums of money in manufacturing facili- 
ties in a state, it has contributed to the 
economic and general welfare of the 
state—as well as the state’s contribution 
to it—yet it is universally recognized that 
to the extent the corporation exercises 
the privilege of conducting its manu- 
facturing within the state, it enjoys the 
benefits and protection of the laws of 
the state, and the exercise of that priv- 
ilege constitutes one of the ordinary 
and general burdens of government for 
which the corporation must contribute 
its proportionate share of state and 
local taxes. 

For a corporation to market its prod- 
ucts in a state, it has only to exploit 
the markets of that state. No large in- 
vestments in needed to 
garner profits from the markets of the 
state, and the state receives little or no 
budgetary gain for having furnished 
the market. 

The differential in benefits and values 
furnished by the state to manufacturers 
within the state who compensate in 
kind, over that furnished by the state 
to the exploiter of her markets for little 
or no compensation in kind, greatly 
favors the market as a major factor in 
apportioning income for state income 
tax purposes. 

The present tax policy of the states of 
indulging market exploitation at the 
‘expense of manufacturing is vicious, 
inequitable, and illogical. It oves its 
present existence to the mental lethargy 
of men and the fact that it has long 
been so. 


facilities are 


Some interesting examples 

As an illustration and proof of what 
I am saying, let us look to some facts. 
For the years 1938 to 1948 inclusive, 
a certain foreign tobacco company paid 
salaries and wages of $433,985 to resi- 
dents of Georgia to exploit the markets 
of this state. During that period of time 
the company sold its products to cus- 
tomers in this state to the tune of $10,- 
605,133.82, and at a net profit, based 
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on the percentage of over-all profits on 
sales everywhere, of $2,197,022.09. For 
every week and month of this eleven- 
year period the company enjoyed not 
only the natural markets of this state 
from which it harvested the $2,197,000 
of profits, but it enjoyed the protection 
of our laws—our courts and other law 
enforcement agencies—while it did so. 
And, according to the Supreme Court 
of this State, the laws of Georgia did 
not demand one dime of income taxes 
for budgetary requirements of this state. 
For every such legal preferment, state 
services to Georgians must be reduced 
or Georgia taxpayers must be called 
upon to make up for that loss in rev- 
enue. 

For the same eleven year period an- 
other foreign corporation with a manu- 
facturing plant and commercial domi- 
cile in this state paid salaries and 
wages of $28,936,802.10 to residents of 
Georgia and sold goods to customers in 
this state of only $3,722,674.60, or an 
overall net profit on sales to Georgia 
customers of $601,627.94. This cor- 
poration was nevertheless compelled by 
law to pay “tribute to Caesar” in the 
form of state income taxes to the tune 
of $919,650. 

The disparity between the state taxes 
levied in the two situations discussed 
above is shocking to every sense of fair- 
ness and should arouse every Georgia 
taxpayer who was forced to contribute 
to such an unholy situation. 


Law has been amended 

The examples just given were under 
the law in effect prior to the effective 
date of the 1950 Amendment to Sec- 
tion 92-3113 of the Code. The present 
law for the apportionment of net in- 
come of foreign corporations owning 
property or carrying on activities within 
and without this state is designed to 
reach for taxation the net income, and 
only the net derived from 
sources in the state by reason of prop- 
erty owned or activities conducted in 
the state. It is not the purpose of the 
law to tax any extraterritorial income of 
foreign corporations, nor is it the intent 
of the law that profit from sources in 
this state should escape taxation by fic- 
tion or methods of indirect selling. The 
profit realized by a corporation from an 
order obtained in Georgia by an inde- 
pendent representative is just as much a 
part of the corporation’s total taxable 
profit as that realized from an order 
obtained by an employee in the strict- 


income, 


est sense of that term. Why should the 
net income of a foreign corporation, 
earned by activities and transactions 
carried on within this state in competi- 
tion with local businesses, escape taxa- 
tion at its source by the process of 
legal or economic gymnastics? Business 
income of local corporations is sub- 
jected to the tax at the source, why not 
the income of foreign corporations? 

Immediately this raises the question 
of tax treatment to be given by the 
State of Georgia to the net income of 
domestic corporations. Surely, taxes are 
now a necessary burden of government, 
and should be borne by all recipients 
of net income with due consideration 
to the need for them and the ability to 
pay them, It is fundamental that a for- 
eign corporation cannot be required to 
pay taxes on income to this state not 
reasonably attributable to property 
owned, business done, or activities car- 
ried on within this state. But a domes- 
tic corporation can be constitutionally 
taxed by this state on its entire net in- 
come, even though its income is de- 
rived, and a tax paid thereon, without 
this state. 

A resident individual is required by 
law to pay a tax to this state on his 
entire net income, less taxes paid to 
other states not to exceed the Georgia 
rate. Is there any substantial reason why 
a corporation should be given any legal 
preferment? I know of no reason why a 
resident corporation enjoying the same 
civic and economic benefits from the 
state should be given such preferment, 
when budgetary requirements of state 
and local governments are no less an 
obligation. I know of nothing but greed 
or economic selfishness which would 
prompt a corporation to want it other- 
wise, and such characteristics in corpo- 
rations or individuals are not worthy of 
honor. The Georgia law should tax, and 
was designed to tax, the entire net in- 
come of resident corporations on which 
a tax is not imposed elsewhere at the 
state level and, at the same time, to 
assure a resident corporation that it will 
not so far as Georgia is concerned, be 
taxed on income from sources outside 
Georgia by two or more states. If the 
present laws are inadequate to accom- 
plish this end, let the legislature take 
notice! 


Payroll and receipts formula 


In designing a formula for the ap- 
portionment of net income, the basic 
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question to be determined in valuing 
its factors is not whether the tax can 
be collected by its use, but whether the 
tax should be collected, and whether 
the effect is favorable to the future eco- 
nomic and fiscal policy of the state. A 
formula should be valued so as to 
make equitable its use, easy its ad- 
ministration, and inviting its appeal to 
new businesses into the state. 

Presently the Georgia law apportions 
income derived from the manufacture, 
production, or sale of tangible personal 
property upon the basis of a three-factor 
formula. But considerable thought has 
been given to the proposition of request- 
ing the legislature to limit the formula 
to two factors for the apportionment 
of such income. This consideration is 
the result of an analysis of a large num- 
ber of foreign corporation returns—some 
for a period of several consecutive years 
-which indicated that two factors of 
payroll and receipts not only reflected 
a fair and reasonable apportionment 
but were stable and constant, reflecting 
fewer distortions than the three-factor 
formula. Nearly all of the distortions in 
the three-factor formula were the result 
of the inventory factor. 

In this connection, it is worthy of 
note that the net difference in tax yield 
was less than 1/, of 1% in the present 
three-factor formula and the suggested 
two factors. Thus it will be observed 
that the fluctuating inventory factor was 
almost compensating in its errors as be- 
tween the state and the taxpayer. The 
two-factor formula has a decided ad- 
vantage in simplification of compliance 
and administration. 

The payroll factor should include, 
and that for Georgia does, all salaries, 
wages, commissions, or other compensa- 
tion paid for the production of the in- 
come to be apportioned, whether or not 
the person to whom paid is an employee 
or merely an independent representa- 
tive. This factor is fairly representative 
of the activities engaged in to produce 
the income and the jurisdiction to which 
it should be apportioned. It is simple 
of administration, particularly when al- 
located to the residence of the recipient. 
It can be argued that accuracy can be 
more nearly accomplished by allocat- 
ing payroll to the state where the ac- 
tivity was performed, such as em- 
ployees or representatives whose serv- 
ices were performed in two or more 
states. To do this adds to the cost of 
compliance and confuses rather than 
simplifies administration. It is an in- 


stance in which the small benefit ob- 
tained by accuracy could economically 
yield to the much larger benefit ob- 
tained by simplification. Taxwise the 
net result is rather inconsequential as 
between allocations to the residence of 
the recipient and the state where the 
activity was performed. 

-Rarely does the payroll factor create 
a distortion in the apportionment of in- 
come, but there is the rare exception, 
such as the manufacturing corporation, 
which owned and operated five plants 
in as many states. One of the plants 
was mechanically operated with only 
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a small payroll. The other four plants 
were manually operated with large pay- 
rolls. The mechanically operated plant 
produced more goods than the other 
four plants combined. The distortion is 
immediately apparent. 

Because of the unavoidable distor- 
tions which will sometimes result from 
the use of any formula, statutory au- 
thority within well prescribed rules 
should be vested in the State Revenue 
Commissioner to correct the distortion 
upon his own initiative or that of the 
taxpayer. The right to the correction of 
error should be a two-way street. vr 





W ITHIN THE LAST SCORE OF YEARS 
there has evolved the false no- 
tion that the power to tax is inherent 
in the federal government. Nothing 
could be farther from the truth. The 
power to tax is inherent in the states 
and the federal government may tax 
only by the powers delegated to it by 
the states in the Constitution. Article 
X of the Constitution says: 

“The powers not delegated to the 
United States by the Constitution, 
nor prohibited by it to the States, are 
reserved to the States respectively, 
or to the people.” 

In recent years the federal govern- 
ment has so abused and usurped the 
powers to tax as to give an erroneous 
effect to the fundamental and inher- 
ent powers as they were in the be- 
ginning. Notwithstanding such usur- 
pation by the federal government, 
the states have not by default surren- 
dered their inherent powers, nor can 
they. Neither consent nor submission 
by the states can enlarge the powers 
of Congress; none can exist except 
they be granted. 

The state possesses the inherent 
power to define doing business within 
its own borders for the purpose of 
imposing a tax upon net income from 
sources within its own borders, so 
long as the tax is nondis-rimina- 
torily imposed. By the same right, 
the state possesses the power to ap- 
portion multistate income for taxing 
purposes, so long as the income ap- 





Taxing power belongs inherently to 


states, not federal government 


portioned is reasonably attributable 
to sources within the state. “Except 
for the express and implied restraints 
of the Constitution, the taxing power 
of the states is absolute and supreme. 
... (Low v. Austin, 13 Wall 29.) 

It is worth while to note here that 
the federal government did not have 
the power to impose a tax directly 
upon income without apportionment 
to the states upon the basis of their 
respective numbers, until the states 
delegated it te Congress by ratifica- 
tion of an amendment to the Consti- 
tution. The states did possess such 
power and had exercised it before 
the adoption of the Sixteenth Amend- 
ment to the Constitution. By the 
ratification of this amendment, the 
states did not grant to Congress the 
exclusive right to levy such a tax, 
and in such a manner, but that it may 
do so, reserving to themselves like 
power. In McCulloch v. Maryland 
(4 Wheat. 316) the Supreme Court 
said: 

“The power of taxation possessed 
by the states was not abridged by the 
grant of a similar power to the Fed- 
eral Government but such powers 
are to be concurrently used by the 
two governments.” 

Nowhere in the Constitution have 
the states delegated to Congress the 
controls over state taxing powers, ex- 
cept as it relates to regulation and 
discrimination of interstate com- 
merce. F.L.C. 














Reverter or contemplation-of-death can 


kill tax advantage given insurance proceeds 


7? TERRIFIC Boost GIvEN LIFE IN- 

SURANCE as a tax saving instrument 
can be nullified by careless handling 
of the estate planning and arrangements. 
The reason is this. Now that the pre- 
mium-payment test is abolished, don’t 
forget that a reversionary interest, or 
a transaction in contemplation of death, 
may still throw insurance proceeds into 
the taxable area. These points were 
analyzed by Robert J. Lawthers, who 
has something of a reputation as a 
writer in this field. Lawthers, who has 
been with the New England Mutual 
Life Insurance Company in Boston for 
35 years, gave us these notes from his re- 
cent discussion in the C. L. U. Journal. 


Abolition of premium-payment test 


In the abolition of the premium-pay- 
ment test the life insurance industry 
has achieved something for which it 
has longed ever since the test was in- 
stituted, but it is important to bear in 
mind that-even though the insurance 
proceeds of a particular policy may 
not be subject to estate tax under 
the incidents-of-ownership test, they 
will, nevertheless, be included in the 
gross estate of the deceased insured if 
receivable by his executor. Since this 
provision of the new Code is identical 
with the old one, one may expect that 
the regulations will provide also for 
estate-tax liability with respect to in- 
surance which is for the benefit of the 
insured’s estate, even if not payable to 
the estate, and that this will be con- 
strued broadly. 

It seems likely that under the new 
Code, as under the old, the section 
specifically dealing with estate taxation 
of life insurance proceeds (Section 
2042) will not be deemed exclusive in 


determining whether there is estate-tax 
liability, but that, on the contrary, in- 
surance proceeds which would escape 
estate tax under this section may be 
taxed under another section of the 
Code. 

The most dangerous possibility ap- 
pears to be that proceeds may be in- 
cluded in the gross estate of the in- 
sured under Section 2035 on account 
of a transfer made in contemplation of 
death. 

There is no question that a transfer 
of a policy itself, made within three 
years of the death of the insured, raises 
such a danger. Also, even though the 
transfer of a policy may have been 
made more than three years before the 
death of the insured, or even though 
the insured has never owned the policy 
and it has never been transferred, pay- 
ment of a premium by the insured with- 
in three years of death may involve 
danger of some estate-tax liability. 

The payment by an individual of a 
premium on a policy on his life owned 
by some other individual is a transfer. 
Any transfer by the insured within 
three years before his death, whether 
a transfer of a policy or a transfer in 
the form of a premium payment, is 
presumed to be in contemplation of 
death except as this presumption may 
be rebutted by the taxpayer. A transfer 
made within such period for the pur- 
pose of avoiding estate-tax liability is 
(unlike a transfer made for the purpose 
of avoiding income-tax liability) a trans- 
fer made in contemplation of death. 

If a policy requiring no further pre- 
mium payments is transferred by the 
insured, and the insured dies within 3 
years, the entire proceeds would appear 
to be included in the gross estate of the 
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insured unless it can be shown that the 
transfer was not made in contemplation 
of death—which would appear to be 
difficult. However, if the insured lives 
more than three years after the transfer, 
such a policy would appear to be in 
the clear, provided the incidents-of- 
ownership test is met and the policy 
is not payable to, or for the benefit of, 
the estate of the insured. 

If the insured transfers a premium- 
paying policy and he dies within three 
vears, then if he has paid further pre- 
miums in the meantime there again ap- 
pears to be considerable danger of the 
entire proceeds being included in the 
gross estate of the insured, part of the 
proceeds being attributed to the policy 
transfer and part being attributed to 
the transfers involved in the premium 
payments so made by him. 

If an insured transfers a policy and 
dies within three years, but intervening 
premiums have been paid which cannot 
be traced to funds of his which were 
transferred in contemplation of death, 
then it would appear that the portion 
of the proceeds attributable to the 
policy transfer might be included in 
the gross estate of the insured, but not 
the portion attributable to the premiums 
paid after the transfer. 


Possibility of inclusion in estate 


If an insured has paid premiums 
within three years before his death on 
a policy which has never been trans- 
ferred, or on a policy which has been 
transferred more than three years before 
his death, there would appear to be a 
danger that a portion of the proceeds 
attributable to premiums so paid by 
him would be included in his gross 
estate. 

Persons insured, whose relatives have 
funds of their own with which to pay 
premiums, will accordingly do well to 
have premiums paid from funds not 
traceable to the insured himself. Persons 
not in such a favorable position but in 
need of minimizing estate-tax liability 
may, of course, take advantage of the 
liberalized provisions of the new Code, 
but should not be led to expect that if 
premiums are paid by them on policies 
on their lives all of the proceeds will 
necessarily escape estate-tax liability at 
death. Cautious attorneys may recom- 
mend, still with reservations respecting 
the results, that an insured pay no 
premium directly, that he make only 
unrestricted cash gifts, that any solici- 
tation of insurance be directed to the 
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donee rather than to the insured, and 
that payment of all premiums be at the 
pleasure of the donee. 

Best of all would be an unrestricted 
gift of income-producing property, with 
the agent soliciting the donee to take 
out insurance on the life of the donor, 
and with any premium payments by the 
donee from the income on such property 
being at the donee’s volition, from time 
to time. Such a gift may, under some 
circumstances, be primarily motivated 
by a desire to save income taxation, 
which is a living motive instead of 
a motive connected with contempla- 
of death. Ordinarily, however, 
there will be no income-tax advantage 
if such a gift is made to a wife, due 
to the fact that a joint return usually 
gives the lowest combined income tax 
for a husband and wife. 

It may be, of course, that the pre- 
mium-payment test will not thus be 
resurrected by the Treasury Department 
under the contemplation of death pro- 
vision; but, until there is definite assur- 
ance to the contrary, this possibility will 
be borne in mind by the careful practi- 
tioner. It may be of interest to note 
that if such a modified premium-pay- 
ment test should be imposed, the posi- 
tion of the insured who transfers an 
existing policy, pays further premiums, 
ind dies within three years, may be 
identical with that of the insured who 
takes out a new policy, pays premiums 
himself, and dies within three years of 
taking out the policy. However, an in- 


tion 


sured who transfers an existing policy 
and dies after the expiration of more 
than three years may be in a better 
than if he had taken out a 
policy instead of making the 
transfer, due to the probable smallei 
imputation of proceeds, in the case of 


position 


new 


the former, to premiums paid within 
three years before the death of the in- 
sured. This assumes, in each case, pay- 
ment of premiums by the insured. 


The reversionary interest 


Under the new law, a reversionarv 
interest of the insured “whether arising 
by the express terms of the policy or 
other instrument or by operation of 
law” is deemed to be an incident of own- 
ership held by the insured if its value 
exceeded 5% of the value of the policy 
immediately before the death of the 
insured. In my opinion, this provision 
will have comparatively little applica- 
bility. 

Let us consider a policy which pro- 
vides that all of the various rights of 
ownership are reserved to the wife of 
the insured, if living, but that if she 
dies during the life of the insured, the 
insured shall become the owner. With 
most insurance companies, the wife 
alone would have the right while living 
to revoke the provision for succeeding 
ownership by the insured. If the terms 
of the policy contract, or the practices 
of the insurance company, do not per- 
mit this, the wife will ordinarily have 
the right to surrender the policy for its 
cash value, and thus the right to wipe 
out any possibility that the insured may 
succeed to ownership. It is my conten- 
tion that a possibility that property may 
revert to me, which another person, at 
his or her pleasure, may entirely wipe 
out, has a dollar value of zero (thus not 
more than 5% ).! 

If, instead, the policy is owned by 
the wife, her executors, administrators, 
or assigns, one may, at first thought, see 
the right of the insured to take by in- 
testacy, in the event of the wife’s death, 
as a right of a reverter which might 


[The following footnotes were added by Mr. Lawthers in November, 1954, after 
this article was completed. Ed.] 


I believe the facts of a situation arising under 
§2042 and the reasoning appropriate to it can 
be adequately distinguished from the facts and 
easoning of Goldstone v. U.S., 825 U.S. 687 
1945). 

The concept of estate-tax liability on account 
f a reverter arising by operation of law derives 
from Spiegel v. U.S. 355 U.S. 632, rehearing 
denied, 355 U.S. 701 (1949). It applies to a 
ituation in which a donor has given less than 
the whole. In my opinion it will ordinarily have 

ipplicability to a mere right to take by in- 
testacy or to elect to take against a will. Such 
rights are mere expectancies. Furthermore, they 
ire usually not rights with respect to each item 
of property separately, but merely rights against 
the estate as a whole after the satisfaction of 
indebtedness, etc. 

Or, perhaps most important of all is the owner’s 
right, at the moment before the death of the 
insured, to make a gift of the policy outright to 
some third party by execution of a simple assign- 
ment or other document of transfer. 


This should never be done merely ot “play 


safe” without considering the possible results. 
For example, ownership by a wife while living, 
otherwise by children, jointly, may result (if the 
wife predeceases the insured) in ownership by a 
group, one or more of whom may be incom- 
petent minors, so that changes cannot readily be 
made in the policy or rights be readily exercised. 
If the attorney for the parties involved fears that 
the provisions of §2042 respecting a reverter may 
be given a broader scope than I believe they 
should be given, I suggest that the solution (in 
the foregoing example) may be to first establish 
ownership by the wife, her executors, adminis- 
trators or assigns, and then to have an absolute 
transfer of the policy by such owner to a trust of 
which she is the grantor. The grantor can be 
equitable owner while living, with children and 
others as trust beneficiaries after she dies. The 
trust agreement can empower the trustee to 
exercise rights and otherwise deal with the policy 
for the benefit of the trust beneficiaries, thus 
avoiding a policy which would be frozen and 
incapable of being dealt with to meet future, 
unpredictable circumstances. 
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have a value of more than 5%, even 
after allowing for the merely fractional 
interest which he would take by in- 
testacy. 

Here there are two lines of defense. 

First, the wife ordinarily has the 
power to execute a will. Whether she 
in fact has executed a will or not, her 
power to do so is a power to prevent 
the insured from succeeding to owner- 
ship, so that, to the extent that he has 
a right of inheritance, it is one existing 
solely at the wife’s pleasure. However, 
here we do come up against the prob- 
lem that were the wife to make a will, 
the insured-husband might have the 
right to elect to take against it. Driven 
to its logical conclusion, this argument 
would imply that to the extent that a 
husband may elect to take against 2 
will of his wife he has a reversionary 
interest, by operation of law, in every 
piece of property which she owns. This 
would seem to expand the concept of 
a reversionary interest far beyond exist- 
ing precedents.” 

If, however, it is feared that the 
statute may be so construed, we can 
go back to the reasoning outlined above 
(for a policy which by contract pro- 
vides that the insured shall succeed to 
ownership if the wife dies during his 
lifetime). The wife will possess the 
right up to the moment of her death to 
prevent ownership of the policy from 
passing to her estate upon her death, 
through her right to name some individ- 
ual (other than the insured) as suc- 
ceeding owner, or through her right to 
surrender the policy and dispose of the 
cash value as she wishes. It is main- 
tained that, since the possibility of the 
wife’s estate succeeding to ownership of 
the policy is subject to being wiped 
out by her, any possibility of a reverter 
to the wife’s estate has a dollar value 
of zero and, accordingly, any possibility 
that the insured may succeed to owner- 
ship through her estate has a dollar 
value of zero. 

If the property interests existing by 
the provisions of a policy are such that 
the joinder of the insured would be re- 
quired for the exercising of any incident 
of ownership, then, of course, we have 
an incident of ownership without re- 
sorting to the provision respecting a 
reverter. Ordinarily, if the joinder of 
the insured is not required, there will 
be some person who has such rights 
with respect to the policy that he can 
wipe out any possibility of a reverter to 
the insured. However, there may be 
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situations such that while joinder of the 
insured is not necessary for the exercise 
of any incident of ownership, neverthe- 
less there is no person who possesses 
the legal right, and the legal com- 
petence, to wipe out some possibilitv 
of reverter to the insured, either express 
or arising by operation of law. 

There are limited areas in which I 
see a possibility of a reversionary in- 
terest of the which may be 
worth more than 5%. If, in the previous 


insured 


illustrations, the wife is assumed to be 
legally incompetent, or if in place of 
ownership by the wife we have owner- 
ship by a minor child, then the insured 
may have a possibility of a reverter 
which is real, and which may have a 
value of more than 5%. Under local 
law, a minor may be incompetent to 
revoke a provision for the insured as 
succeeding owner, or to wipe out the 
possibility of succession by the insured 
through a surrender of the policy; or 
the wife or child may be incompetent 
to make a will which would deprive the 
insured of an existing right to take by 
intestacy. Also, if a policy is owned by 
a trustee, and the insured has a rever- 
sionary interest in the trust, either ex- 
press or by operation of law, he may, 
through the trust, have a possibility of 
reverter with respect to the policy which 
may have a value of more than 5%. 
Joint 
persons 


ownership by two or more 
will percentage 


value of any possibility of a reverter 


reduce the 


to the insured below what it would be 
if there were solely one owner (with a 
possibility of reverter to the insured 
upon such owner’s death). However, 
joint ownership may give a reality to 
the possibility of a reverter as contrasted 
with ownership by one individual. With 
a single owner, the possibility of the 
insured’s obtaining anything is subject 
‘to the whim of a single person. With 
two or more joint owners, there must be 
an agreement of both, or all, before the 
possibility of a reverter to the insured 
can be wiped out. On the other hand, 
ownership by A, if living, otherwise by 
B, before there can be a reverter to the 
insured, leaves the interest of the in- 
sured subject first to the whim of A as 
long as A lives, and then subject to the 
whim of B as long as B lives. 

The whole matter may be cleared up 
satisfactorily by regulations which will 
correspond to the position I have taken 
above, leaving solely a limited applica- 
tion of the provisions respecting a re- 
verter in areas such as those I have 
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last outlined. On the other hand, the 
regulations may be unfavorable to my 
position, or they may be silent; and it 
may require years of case law before 
one can speak with absolute certainty. 

Unless the regulations do clear up 
the problem in a satisfactory fashion, 
the insurance industry may find a con- 
siderable demand for beneficiary and 
ownership provisions which will name 
a long succession of individuals before 


ending up with the insured or with the 
estate of one of those individuals, so 
as to reduce to a very low percentage 
any value that could be calculated as 
the value of a possibility of reverter to 
the insured.* * 

The opinions expressed herein rep- 
resent the author’s personal conclusions, 
and are not intended to represent the 
views of the life insurance company by 
whom he is employed. 


How to use Sec. 303 redemptions to gel 


cash for estate taxes 


y= TO LooK for cash to meet 

estate taxes in estates consisting 
principally of shares in a closely-held 
corporation is frequently a major prob- 
lem. Section 303 of the 1954 Code 
(successor to 115(g)(3) of the 1939 
Code) offers considerable relief. The 
redemption is now allowed (i.e., freed 
of the penalty of being taxed as ordi- 
nary income) if it does not exceed the 
total funeral and administration ex- 
penses and estate taxes and if the value 
of the stock held by the estate is either 
35% of the gross estate or 50% of the 
taxable estate. Section 303 also provides 
that the stock of two or more corpora- 
tions can be added together in making 
the computation, if 75% in value of 
the outstanding stock of each corpora- 
tion is included. The alternate formula, 
the covering of more than one corpo- 
ration, and redemption for funeral and 
administration expenses, all represent 
sensible advances over Section 115(g) 
(3). 

Planning for the expected redemp- 
tion by measures taken during life is 
essential. The stockholder may well 
have to consider and act upon these 
factors: 


Post-death retention of control 


(a) Is post-death retention of con- 
trol in the corporation important to the 
estate plan? If so, a stockholder having 
sufficient voting control must act dur- 
ing life. He may then be in a position 
to arrange for the issuance of addi- 
tional non-voting common or preferred 
stock through a stock dividend, an ex- 
change or recapitalization, within, of 
course, the rules governing tax-free re- 
organizations. Upon death, the non- 
voting stock would be redeemed and 
the beneficiaries would continue in con- 


trol of the voting stock. The non-voting 
stock should bear the full impact of 
death taxes. This can best be accom- 
plished by placing it in the estate resi- 
due chargeable with all taxes under a 
proper tax apportionment clause. 


Percentage of stock for redemption 


(b) During his life, the stockholder 
must so arrange his estate as to insure 
that the stock available for redemption 
will at least equal 35% of his antici- 
pated gross estate or 50% of his an- 
ticipated net estate. Lifetime gifts of 
property other than the stock may be 
indicated. Now that insurance can be 
transferred without continuing estate 
tax liability (Section 2042-1954 I.R.C.), 
gifts of insurance may be ideally suited 
for making the necessary adjustments. 
Of course, the computations required 
in calculating the 35% or 50% propor- 
tions are necessarily based on estimates. 
Valuation of closely-held stock is in 
itself highly uncertain and the prob- 
able range of error may be great. More- 
over shedding liquid assets during life, 
while reducing estate tax, will nonethe- 
less reduce the liquidity of the estate 
itself and may force a stock redemption 
which might otherwise be inadvisable. 


Financing by the corporation 


(c) A stockholder-corporation stock- 
retirement agreement, funded by life 
insurance, may be the best mechanism. 
Investment in insurance by a highly 
liquid corporation might result, how- 
ever, in the imposition of a penalty tax 
for an improper accumulation of sur- 
plus. If the use of insurance is imprac- 


tical or vulnerable, the corporation 


might borrow the necessary funds. A 
review of the corporate charter and 
by-laws should be made to ascertain 
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whether any borrowing restrictions 
exist. If they do, modifications to the 
extent permissible should be made. In 
all cases the extent to which a corpo- 
ration can, under local law, retire its 
stock, should be reviewed carefully. 

Recently we had occasion to examine 
a Section 303 stock retirement plan 
which presented a number of unique 
facets. In that case, almost the entire 
estate consisted of all the outstanding 
stock in a personal service corporation. 
The executors were to be directed to 
make use of the redemption privilezes 
available under Section 303. The bal- 
ance of the stock remaining after re- 
demption was to be placed in trust for 
the benefit of individuals and, upon 
their death, for charities. The stock, 
though valuable as an interest in a 
going concern, had no ready market; 
and in any event, the owner wished 
control to remain exclusively in his 
estate. 

The principal problem revolved 
around the need for providing funds 
to meet the principal charges usual in 
the administration of a trust: trustees’ 
principal commissions, attorneys’ fees, 
etc. Under the law of the jurisdiction 
controlling the trust (New York), a 
direction to pay these charges out of 
income was an unlawful accumulation. 
Section 303 was not available for pay- 
ment of this kind of charge. What to 
do? The problem was somewhat allevi- 
ated by the fact that trustees in the 
controlling jurisdiction were not au- 
thorized to receive principal commis- 
sions on the charitable trust. As to the 
trust for the individual beneficiaries, an 
igreement would be entered into with 
the trustees under which they would 
agree to waive all principal commis- 
sions. Further help might be provided 
by adding to the trust whatever other 
assets the estate might contain (apart 
from the stock) and using the redemp- 
tion proceeds to the fullest extent for 
estate, funeral, and administration ex- 
penses. The executors might also take 
the risk of redemption beyond the per- 
missive bounds of Section 303. As a last 
resort, a forced sale of a part of the 
stock might be imperative, even though 
made at a loss. Incidentally, I am con- 
vinced that the rule against accumula- 
tions in certain jurisdictions (e.g., New 
York) goes well beyond the limits of 
good sense and public policy. A thor- 
ough re-examination might be the 
better part of sound legislation and 
sensible business policy. bad 
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“Grandfather trusts” dealt blow by 


1954 Code: 


VALUABLE ESTATE PLANNING _IN- 
‘ STRUMENT has been sharply de- 
valued by Section 678 of the 1954 
Code. The mechanism was frequently 
used in these situations. Grandfather 
holds substantial property, subject to 
high estate and income taxes. His son 
also has a substantial estate and is in 
even higher income brackets by virtue 
of earned income. The shifting of capi- 
tal and income from grandfather to the 
son’s children would then become a 
primary estate planning objective. The 
plan would usually involve, if the chil- 
dren were minors, the establishment of 
a trust by grandfather naming his son 
as trustee, with income to be accumu- 
lated or paid out for the benefit of the 
children. Discretionary power to ac- 
cumulate or pay out would be given to 
the trustee son. This device served to 
pass capital to the third generation 
without estate tax attrition in the son’s 
estate. It also relieved the son of the 
necessity of using his own heavily 
taxed income for the children’s support. 
Income derived from the trust would 
be taxable to the children (or the trust 
if accumulated) at considerably lower 
rates than in the hands of grandfather 
or the son. 
All in all it was an excellent method 


what to do about it 


of spreading capital and income within 
the family confines at considerable ag- 
gregate tax advantage. It was formerly 
generally accepted that such an ar- 
rangement would not subject the son 
to taxation on the trust income 
(whether accumulated or distributed). 
Section 678 of the new Code changes 
this rule. Now, so much of the income 
as is applied to support will be taxed to 
the son. Despite the Senate Finance 
Committee Report to the effect that 
Section 678 is a “liberalizing provision,” 
it is in fact a severe and unforseen ex- 
tension of the Mallinckrodt Rule. Not- 
withstanding this extension, “grand- 
father trusts” may continue to serve a 
useful function. Consider these methods 
of overcoming the new rule: 

(1) Name a trustee independent of 
the son. Although this might prevent 
the coordination of trust income with 
the over-all family needs, it would re- 
lieve the son of income tax liability. 

(2) Provide for a mandatory accu- 
mulation of income until the children 
reach majority. 

(3) Provide that the trust income 
can be paid out only for specified non- 


support and maintenance purposes, 
e.g., the purchase of insurance on the 
children’s lives. % 





No charitable deductions—gift to hos- 
pital found for kin. The court holds 
that no charitable deduction is allow- 
able for a gift to a hospital to maintain 
a memorial room, which room and in- 
come could be used for general pur- 
poses after descendants of taxpayer’s 
parents had been provided for. The 
benefit to charity is contingent not pri- 
mary. Brennan (Daly Estate) v. U.S., 
DC Conn., 10/4/54. 


No charitable deduction for payments 
to relative threatening contest on will 
leaving all to charity. Before the dece- 
dent’s will was admitted to probate, 
compromise agreement was _ reached 
with a relative who threatened to con- 
test because the bulk went to charity. 


No estate tax deduction is allowable for 
the payments to the relatives. Hastings 
Estate (Irving Trust Co. Executor) v. 
U.S., DC NY, 9/24/54. 


Joint account balance, less than de- 
cedent’s contribution, taxable to him. 
The court holds that $1,265.36 balance 
in a joint account with his son is tax- 
able in the father’s estate. The father 
contributed $1,700 and obviously the 
son had withdrawn more than his con- 
tribution. Murphy v. Shaughnessy DC 
NY, 5/12/53. 


Gift tax applies when power to revoke 
is relinquished. (Cert. den.) In 1930 
(while there was gift tax) the taxpayer 
created a trust, income to herself for 
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life, remainder to her two children. She 
retained power to rescind or change 
the trust at any time with the consent 
of all trustees—herself, her attorney, her 
divorced husband, and his attorney. 
The Third Circuit agreed with the Tax 
Court that there was a taxable gift 
when she relinquished this power in 
1947. They found valid the Regula- 
tions that the donor shall be considered 
as having himself the power to revoke 
when it is in conjunction with a person 
having no adverse interest in the trust. 
The trustees in this case had no interest 
in the trust. One dissent in the Third 
Circuit had held that the Regulation 
went beyond the Code and the judicial 
decisions. He would find the husband’s 
interest adverse even though he had no 
interest in the trust because it was to 
his interest to prevent his ex-wife from 
voting the stock of the company which 
employed him or reducing his children’s 
income. Latta v. Comm., CA-3, cert. 
den., 10, 14/54. 
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Donee not liable for donor's taxes 
where gift didn’t render donor insolvent. 
(Acquiescence.) Donee wife is not sub- 
ject to transferee liability for the donor 
husband’s taxes where the gift did not 
render the donor insolvent in the year 
in which the gift was made. W. Cleve 
Stokes, 22 TC 415. Acq. IRB 1954-44, 
6. 

Signature of one coexecutor on claim 
for refund of taxes is sufficient. Where 
there are coexecutors and only one signs 
a claim for refund of Federal income 
tax erroneously or illegally collected, the 
claim is valid if otherwise properly filed. 
Rev. Rul. 54-468. 

Gain from sale of corpus taxable to 
beneficiaries and deductible by trust. 
Where property forming the corpus of 
a trust is sold preparatory to the ter- 
mination of the trust and the proceeds 
of the sale are currently distributable, 
the entire amount of the gain realized 
is taxable to the beneficiaries for the 
year in which the sale occurs and is de- 





Vested remainder interest to spouse 
qualifies for marital deduction. Un- 
der the terms of a transfer in trust 
the trustee was to pay one-third of 
the net income to donor’s son and 
accumulate the remainder of the net 
income for twelve years. At the ex- 
piration of the trust period the ac- 
cumulated trust income and the cor- 
pus was to be paid outright to the 
donor’s wife. No provision was made 
for the disposition of the corpus and 
accumulated income if the wife died 
during the trust period. Assuming 
under local law the wife took a 
vested indefeasible interest in the 
trust corpus and income accumula- 
tions which would be includible in 
her gross estate if she died during 
the 12-year period of the trust, the 
full value of her interests would 
qualify for the marital deduction. 
Rev. Rul. 54-470. 


No marital deduction for wife’s life 
estate plus unlimited power of in- 
vasion. Decedent’s wife was left a 
life estate in the residue of the estate 
with an unlimited power to use the 
corpus during her life. However, 
corpus remaining at her death was 
to go to remaindermen named by the 
decedent. The taxpayer argued that 
the wife’s interest was in effect full 
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ownership. The Court, being uncer- 
tain that any property remaining at 
the wife’s death would be includible 
in her estate, concludes that to allow 
a marital deduction here would not 
conform to the Congressional intent 
of making certain that unconsumed 
property does not escape death tax 
twice. Estate of Edward F. Lipe, 23 
TC No. 14. 


No marital deductions for trust giv- 
ing wife */, of income and power 
over 1/, of Corpus. The decedent's 
will provided for a trust giving ?/, 
of the income to his wife for life and 
1/. to his son, corpus to grandchil- 
dren. A codicil gave the wife power 
of appointment at any time over 1/5 
the corpus. Actually she appointed 
this half to herself prior to the end 
of administration. The Court held 
that no marital deduction was allow- 
able—her interest was terminable if 
she failed to appoint; the corpus 
would not go to her estate. Nor can 
this be considered as a trust for 
which the deduction is available— 
she did not get all the income. (Un- 
der the 1954 Code, it is not required 
that all the income go to the wife. 
A deduction is allowed for a portion 
of a trust. Ed.) Estate of Harrison 
P. Shield, 23 TC No. 8. 








ductible by the trust in computing its 
net income for such year. Rev. Rul. 
54-503. 


Taxpayer fails to prove principal com- 
missions allocable to protection of cor- 
pus, not to collection of tax exempt in- 
come. Taxpayer paid the trustee his 
commissions on paying over principal 
on dissolution of a revocable trust she 
had created. Some 64% of the value of 
the corpus at dissolution was in taxable 
securities; the rest was in tax exempts. 
On her return she claimed a deduction 
for 64% of the principal commissions. 
In this petition she claims the entire 
principal commissions on the ground 
that they were allocable to the protec- 
tion of the principal and no part was 
“allocable to wholly exempt income or 
interest” (if they were they would be 
non-deductible). The Court holds that 
the taxpayer did not prove that the 
trustees’ services were entirely for pro- 
tection of principal. The Court reviewed 
cases holding that the method of compu- 
tation of trustees’ commissions is not 
proof of the nature of the services 
Valerie Norrie Pozzo di Borgo, 23 TC 
No. 10. 


Tax on estate property allowed to bene- 
ficiaries. (Acquiescence.) The benefi- 
ciaries of an estate authorized the ex- 
ecutor to withhold income (which they 
included on their returns). With these 
funds, the executor paid real estate 
taxes on property in the estate. The 
Tax Court allowed the beneficiaries to 
deduct the tax payments on their per- 
sonal returns, finding that they, in ef- 
fect, paid them and, being beneficially 
interested in the property, are allowed 
the deduction even though title is in the 
estate. Estate of Mary Movius, 22 TC 
391, Acq. IRB 1954-46,5. 


Grantor may be taxed if he remains 
liable on mortgage on trust property. 
The IRS holds that a grantor-trustee 
will not be taxed on the income of a 
trust of mortgaged real estate in which 
the grantor retains no rights and income 
of which, after expenses and amortiza- 
tion of the mortgage, is accumulated 
for the beneficiaries, the grantor’s chil- 
dren. If any of the income is used for 
the support of the beneficiaries, the 
grantor, as legally liable for the support, 
will be taxed thereon. Also, if the 
grantor remains liable on the mortgage, 
other than in his capacity as trustee, 
income used for principal or interest 
will be taxed to him. Rev. Rul. 54-516. 
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Preview of problems that will arise out 


of partnership provisions of new Code 


N IDEA OF SOME OF THE PROBLEMS 

and confusion that will arise out of 
the partnership provisions of the new 
Code became apparent at the recent 
New York University Institute on Fed- 
eral Taxation. In a seminar discussion 
led by Professor Boris I. Bittker of Yale 
Law School, the new partnership pro- 
visions of the Internal Revenue Code of 
1954 were applied to the facts of the 
Max Swiren case. Originally decided by 
the Tax Court in 1949 and later ap- 
pealed to the 7th Circuit in 1950, 183 
F (2d)656, it concerned the tax impli- 
cations of the withdrawal from a law 
partnership by one of the partners and 
the tax implications of the arrangements 
he made with the remaining partners 
for the liquidation of his interest. 


These facts are involved 

Briefly, Mr. Swiren had a basis for 
his partnership interest of $18,602.26 at 
the time he withdrew. The book value 
of his equity as shown on the partner- 
ship’s books was roughly one-fourth of 
this amount, since the partnership’s 
books were kept on a cash basis. When 
he decided to withdraw, he prepared 
his own tabulation of the value of his 
interest, which he considered to be ap- 
proximately $45,000, including not only 
the book assets, but also some incre- 
ment in value of the fixed assets above 
the figures at which they were carried 
on the books, and a_ considerable 
amount of uncollected fees, only a 
small part of which had been billed at 
that time. 

After some negotiation, he sold out 
his interest in the partnership to the two 
remaining senior partners (there were 
also two junior partners who shared in 


the profits but had no proprietary in- 
terest, and they do not seem to have 
been involved in this transaction) for a 
lump figure of $40,000, plus certain 
tangible items of office equipment with 
a book value of slightly over $500, 
which the Court accepted as being a 
reasonable approximation of their fair 
market value. 

Participants in the seminar were 
asked how the provisions of the 1954 
Code would have affected this trans- 
action. The original decision, in the Tax 
Court, had allowed Mr. Swiren to re- 
cover his basis tax free and had con- 
sidered the entire balance of the pay- 
ment he received to be ordinary in- 
come, in the nature of an anticipation 
of his share of the income from the un- 
bilied fees. The Commissioner had, in 
fact, counterclaimed in the Tax Court 
proceedings on the ground that Swiren 
had a capital loss on the sale of his in- 
terest and the entire payment attribut- 
able to the fees was ordinary income, 
but the Tax Court rejected this point of 
view. 


7th Circuit finds separate entity 


The 7th Circuit, on the other hand, 
considered that his partnership inter- 
est was a separate and distinct entity, 
and that the entire proceeds of the sale 
thereof, to the extent they exceeded his 
basis, represented a capital gain. The 
appellate court considered that there 
was no question of anticipation of cur- 
rent income and noted that, while there 
was some element of income anticipa- 
tion, the prior transactions by which 
Swiren had acquired his interest had 
involved similar situations, in which he 
had paid others for their shares of un- 
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collected fees and had thereafter merely 
received these fees and paid tax on 
them in the ordinary course. 


A sale or retirement? 


In the discussion which ensued, the 
first point considered was whether the 
transaction in the form stated repre- 
sented the retirement of a_ partner, 
under the provisions of Section 736, or 
whether it represented the sale of a part- 
nership interest, under Section 741, 
since the statute apparently makes a 
substantial distinction between these 
two classes of transactions. There was 
considerable division of opinion as to 
just what this transaction was, with 
some participants feeling that the fact 
that the interest was transferred to the 
two senior partners only made it clear 
that it was intended to be a sale, while 
other participants took the point of 
view that it was basically a retirement. 
These members felt that it was a matter 
of form rather than substance that the 
payments to Swiren came directly from 
the remaining senior partners rather 
than out of the partnership bank ac- 
count. There was no clear division on 
the point, but the general view seemed 
to be that it was important to note the 
statutory distinction between these two 
transactions. It was considered probable 
that a transaction in this form would 
ultimately be treated as a sale and cer- 
tainly that the retiring partner would 
prefer to have it so treated and should 
insist on that point of view or approach 
to the situation. 


Treatment of unrealized receivables 


The next question raised was as to 
the status of the receivables which he 
indirectly collected through the sale of 
his interest. The new Code, at least in 
the case of the retirement of a partner, 
makes a substantial distinction with 
respect to the treatment of “unrealized 
receivables.” Section 751l(c) defines 
unrealized receivables as “any right 
(contractual or otherwise) to payment 
for . . . services rendered, or to be ren- 
dered” to the extent not previously in- 
cludable to income under the method 
of accounting used by the partnership. 
The group discussed at considerable 
length, without reaching a final con- 
clusion, the extent to which the un- 
billed receivables of a law partnership 
actually could be considered to con- 
stitute “rights to payment for services 
rendered.” 

Of course, some part of the amount 
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would doubtless represent items for 
which the work has been done, but 
other parts would inevitably include 
amounts anticipated to be collectible 
arrangements 
where the contingency was still unde- 


under contingent fee 
termined, or cases where the amount 
was payable pursuant to periodic re- 
tainer where the period was still incom- 
plete, or other types of services where 
nothing could be said to be due and 
payable at that time. There seemed to 
be considerable feeling that, whereas 
billed items and those ready for billing 
probably qualified under this heading, 
it was extremely doubtful whether, in 
spite of the legislative intent, the lan- 
guage of the statute was broad enough 
to include those transactions which 
were not really of this character but 
represented merely an anticipation of 
the value of work in process. 


Payment for goodwill 

Then it was considered whether any 
of the payment made to the taxpayer 
would be considered to be for good- 
will and how this was affected by the 
rule of Section 736(b) (2) that amounts 
paid for goodwill of the partnership are 
not accorded capital gain treatment 
except to the extent that the partner- 
ship agreement provides for payment 
for goodwill. In this connection, it was 
noted that there was considerable doubt 
whether professional partnerships can 
be considered to have any goodwill 
within the meaning of these provisions, 
since a number of cases had held that 
a professional partnership had no good- 
will it could sell. In this instance, for 
example, the partnership had con- 
tinued with the same basic name, and 
it seemed extremely doubtful that there 
had been any sale of anything by Mr. 
Swiren; he had really merely released 
his right to share in the activities of 
the firm. 

However, even if it was assumed 
that there might be goodwill, the ques- 
tion then was raised as to what the 
implications were of Section 761(c), 
which provides that “the term partner- 
ship agreement includes any modifica- 
tions of the partnership agreement 
made prior to, or at, the time prescribed 
by law for the filing of the partnership 
return for the taxable year. ..which 
are agreed to by all the partners... .” 
Would this provision permit the part- 
ners to amend the partnership agree- 
ment after the deal had been made to 
buy out Mr. Swiren, and to insert a 
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provision for payment for goodwill? 
Would they get the benefits of Section 
736(b)(2) and capital gain treatment 
for payments for goodwill as provided 
for in the partnership agreement? The 
general feeling seemed to be quite defi- 
nitely that, even though this was in 
accordance with the explicit provisions 
of the statute, it was highly unlikely 
that such a purely formal compliance 
would be adequate. Quite probably, 
such an amendment, after the partner- 
ship had ceased to have any operating 
efficacy, would not be recognized by 
the tax authorities. 


Guaranteed payment 


The next point considered was 
whether it would be practical to have 
some allocated part of the payment to 
Mr. Swiren, in a situation of this sort, 
construed to be a “guaranteed pay- 
ment” within the provisions of Section 
736(a) (2), in order to make payments 
deductible to the remaining partners. 
The general feeling seemed to be that, 
again in spite of the fairly specific pro- 
visions of the statute, it was unlikely 
that the tax authorities would construe 
such a payment to be deductible by 
the remaining partners, even though its 
status as a “guaranteed payment” might 
make it taxable to him as ordinary in- 
In other words, there was a 
feeling that, in spite of the provisions of 
the statute, any payment to be deduct- 
ible by the remaining partners would 
have to qualify under the general rules 
governing business expenses, and that 
it was quite unlikely that the payment 
to purchase the interest of a former 
partner, after he was no longer par- 
ticipating in the business, would be 
held deductible on this ground. 


come, 


There was some interest here, since 
Mr. Swiren received a nominal amount 
of tangible assets in addition to the sub- 
stantial payment in cash, in the provi- 
sion which makes the liquidation of a 
partnership interest not subject to the 
recognition of gain or loss where pay- 
ment therefor is made otherwise than 
in cash. (Section 732 (b).) It seems 
that the fact that he received such 
other property might well, under the 
appropriate provisions, result in the 
determination that there was no tax 
with respect to the capital part of the 
transaction. If payment with respect to 
unrealized receivables is not subject to 
capital gains treatment, as discussed 
above, then he would have a very sub- 
stantial loss in the sale of his partner- 
ship interest, as evidenced by the 
nominal amount of fixed assets received, 
which loss would not be recognized, 
since it would be within the range of 
non-recognized (“non-taxable”) trans- 
actions. He would have to wait until he 
disposed of the tangible assets to de- 
termine his recognized gain or loss. 

An interesting side issue came up in 
this connection, from the fact that, even 
though he would have a large capital 
loss on the sale of his partnership in- 
terest ($1,000 a year deductible), his 
receipt of assets within the scope of 
Section 1231 (Section 117 (j), 1939 
Code) would presumably have the 
effect of converting his capital loss back 
into an ordinary loss, which would then 
be fully deductible. 


Conclusion 


All this did not lead to many definite 
conclusions but at least indicated some 
of the problems arising out of the part- 
nership provisions of the new Code. * 





Urgent: Review partnerships before 
year-end to get benefits from 1954 Code 


NE OF THE MOsT interesting studies 

of the new partnership law and its 
application to practical situations which 
has so far come to our attention is that 
recently issued by the Research Insti- 
tute of America. This study goes into 
applications of provisions of the 1954 
Code to persons now immediately con- 
cerned with partnership situations and 


is replete with practical suggestions 
about the handling of partnership tax 
problems, particularly as to the timing 
of them. 

With most of the new partnership 
provisions effective next January 1, 
timing of partnership transactions at 
this juncture becomes a matter of ex- 
treme importance, since there are some 











_ 


~A-«- 42a HH A OF 








transactions which should be completed 
before that date, and there are many 
others which should by all means be 
postponed until after that date if it is 
in any way possible. The necessity of 
considering this matter of timing is so 
great that we asked the Research Insti- 
tute to let us quote substantial parts 
of their study, dealing with the most 
urgent questions. In order to save space 
here we have deleted extensive cita- 
tions to the Institute’s Federal Tax 
Coordinator and to their 54 Revenue 
Act Coordinator. However, the Re- 
search Institute has kindly offered to 
send a copy of this eight-page study 
without charge to any subscribers of 
this journal who request it. To get a 
copy, write The Journal of Taxation, 
33 West 42 Street, New York 36. 

No part of their report is more im- 
portant than their urgent insistence on 
an immediate review of all partnership 
agreements. While the new law permits 
revision of partnership agreements even 
after the close of the year concerned by 
the amendment, other factors might 
make such an amendment impossible, 
such as the death or withdrawal mean- 
while of one of the participating part- 
ners. Accordingly, it would seem that 
every partnership, whatever its size or 
structure, should give immediate con- 
cern to the review from the tax stand- 
point of its partnership agreement, so 
as to be certain that it gets the maxi- 
advantages and involves the 
minimum of difficulties in dealing with 
the many new provisions of the 1954 
Code. 

From here on we're quoting Research 
Institute. 


mum 


Increasing basis of appreciated assets 

This year offers the last general op- 
portunity to jack up the basis of ap- 
preciated partnership assets. It can be 
accomplished by the simple device of 
transferring the assets from the partner- 
ship to a partner. But this opportunity 
will expire for calendar year partner- 
ships on Dec. 31 and for all cthers 
with the end of their fiscal year which 
began in ’54. Fast action is therefore 
essential. 

The benefits can be substantial: If 
the partner decides to sell the assets 
which have been transferred to him, 
the higher basis will mean that his 
books will show a lower profit and he'll 
therefore have less taxes to pay. If he 
prefers to hold on to the property, the 
higher basis will entitle him to greater 
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Basis to 


* According to the old law (’39 Code). 


to B, each partner will have a basis 





ILLUSTRATION: INCREASING BASIS 


Mr. A. and Mr. B. are 50-50 partners in the A-B Company, a partnership 
in the real estate business. The firm owns the following assets: 


Market % of Total Basis to 
Partnership Value Market Value A and B® 
Land Parcel 1 $ 5,000 $ 55,000 27.5% $27,500 
Land Parcel 2 5,000 55,000 27.5% 27,500 
Depreciable 90,000 90,000 45.0% _ 
Property §=### — —S- — —O——— —_—_—— —_ 
$100,000 $200,000 100.0% 


The basis of the partners’ total interest is $100,000, or $50,000 to each. 

Under the ’39 Code, if the partnership sells Land Parcels 1 and 2 at 
market value, the taxable profit will be $100,000; and A and B will each 
realize fully taxable ordinary income of $50,000 ($55,000 less $5,000). 
But if Land Parcel 1 is distributed to A and Land Parcel 2 is transferred 


Should each partner then individually sell his parcel, the fully taxable income 
on each sale would not be $50,000 but only $27,500 (selling price of 
$55,000 less the new basis of $27,500). 

Note that despite the immediate tax benefit of the increased basis to A 
and B, the partnership’s basis for the remaining depreciable property stays 
at $90,000. The basis for A’s and B’s partnership interest drops by $27,500 
(down to $22,500 each), but this is of no immediate tax consequence. 


of $27,500 for his respective parcel. 








deductions for depreciation. And de- 
spite the tax advantage to the partner, 
there is no tax penalty to the partner- 
ship. True, the basis of the partnership 
interest is lowered, but this too has no 
immediate tax consequences. The legal 
basis for this favorable treatment is as 
follows: 

The ’39 Code, which in this area still 
applies to years beginning before ’55, 
provides that when a partnership dis- 
tributes property to a partner, the basis 
of that property to the partner is to be 
figured in this way: take the ratio of 
the property’s value to the value of 
the partner’s share of the firm’s total 
assets, then apply this ratio to the basis 
for his entire interest in the partner- 
ship. (Market values are as of the date 
of distribution. ) 

But under the new tax law, which 
applies to all years beginning after ’54, 
a distribution of partnership assets to 
a partner (other than in a liquidation 
of a partner’s interest) will generally 
not result in a change in the basis (that 
is, cost) of the assets. The partner must 
continue to use the same basis as the 
partnership, regardless of how much 
the property may have gone up in 
value. 


Caution—There is a special warning 
here for any partnership which has 
unrealized receivables or substantially 
appreciated inventories. Any non-pro- 
portionate distribution of either these 


or other assets can result in a taxable 
gain to both the partnership and the 
partner. This is true regardless of 
whether the distribution is made this 
year or next year. (For a more detailed 
discussion of such distributions see 
“Partners’ drawings,” below.) 


Buying out a partner 


Proper timing is the key to maximum 
tax benefits in any change of ownership. 
Here is how the transactions can be 
worked out to the best tax advantage 
of the partnership—that is, the remain- 
ing partners—in four typical situations. 
The first three vary by the amount 
which the retiring partner is to receive 

(a) more than market value, (b) 
an extra payment for his share of the 
firm’s goodwill, and (c) more than book 
value. The last case involves giving the 
withdrawing partner some of the firm’s 
appreciated assets. 


PAYING MORE THAN MARKET VALUE.— 
Occasionally, partners find that one of 
their members has not come up to 
expectations and they would like to 
have him step out of the firm. This isn’t 
always easy to accomplish; often the 
partner may have to be paid more than 
the value of his interest in order to 
eliminate him from the partnership. 
If you face the need to buy out a 
partner at more than the real value of 
his interest (for this or similar reasons) 
wait until next year to carry out such 
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ILLUSTRATION: BUYING OUT A 
PARTNER 
Tue A-B-C partnership (on a cal- 
endar year basis) has the following 
assets: 


Basis Market Value 
Cash $ 70,000 $ 70,000 
Fixed Assets 60,000 120,000 
Inventory 20,000 20,000 
$150,000 $210,000 


Mr. C, a one-third partner, wishes 
to retire and the partnership agrees 
to pay him $70,000 for his interest— 
that is, one-third of the present mar- 
ket value of the firm’s assets. As- 
sume that his partnership interest 
has a basis to him of $50,000. If his 
withdrawal is made final this year, 
C will have a capital gain of $20,000 
($70,000 less $50,000). The remain- 
ing partners A and B will not receive 
any benefit from C’s capital gain. 

If the same payment was made 
in *55, Mr. C would still have his 
capital gain. But the partnership 
could increase the basis of its fixed 
assets by $20,000—Mr. C’s taxable 
gain. The basis for the partnership’s 
fixed assets would go from $60,000 
to $80,000. 











a deal. This is how your partnership 
will benefit. 

This year, under the 39 Code, the 
amount paid over and above the value 
of the outgoing partner’s interest is 
viewed as a capital expenditure which 
cannot be deducted by the remaining 
partners. This is the opinion generally 
held by both the Treasury and the 
courts. 

But if the deal is completed next 
year under the °54 Code, the excess 
payments will be fully deductible by 
the remaining partners (though fully 
taxable income to the retiring partner). 
The new tax law treats all payments 
to a retiring partner which are in ex- 
cess of the value of his partnership 
interest as fully deductible (and fully 
taxable to him), regardless of the rea- 
son for the withdrawal. In computing 
the present value of his partnership in- 
terest, any unrealized receivables and 
goodwill not specifically mentioned in 
the agreement are excluded. 


Observation.—The Treasury may at- 
tempt to block such a deduction even 
under the new law. It might argue that 
the value of the partner’s interest in- 
cludes some intangible “nuisance value.” 
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However, it’s doubtful whether this 
would be upheld by the courts. The 
idea behind the Code change which 
eliminated goodwill unless specifically 
mentioned in the agreement was ap- 
parently to avoid dispute on intangible 
values, 


SHARE OF THE FIRMS GOODWILL. The 
partnership’s past earnings or future 
prospects may entitle the outgoing 
partner to an extra amount for his share 
of the company’s goodwill. In any such 
case, the partner should not be bought 
out until next year. Here’s why: 

Payments made this year under the 
°39 Code for his share of the partner- 
ship goodwill will be capital gain to 
the retiring partner; the partnership 
will get no deduction. 

But the same payments made next 
year under the new Code will permit 
the partnership a full deduction for 
the amount attributed to goodwill—as 
long as the partnership agreement is 
silent on such payments for goodwill. 
Of course, the amounts so received will 
become fully taxable ordinary income 
to the retiring partner. 


Observation—If the purpose is to give 
the retiring partner, or the estate of a 
deceased partner, the tax break, this 
result can be accomplished even under 
the new Code by simply revising the 
agreement. 


PAYING MORE THAN BOOK VALUE.—Here 
again it will be to the partnership’s best 
interest to wait until 55 to consummate 
the deal. 

If the payments are made this year, 
the excess over the retiring partner's 
basis will be of no tax use to the re- 
maining partners. 

But if the payments are made after 
the new Code takes over, the partner- 
ship will be permitted to increase the 
basis of its assets by the excess of these 
payments over the retiring partner’s 
basis for his interest. 


BUYING OUT WITH APPRECIATED ASSETS 
—The three situations discussed above 
all had to do with the final amount for 
which the retiring partner is brought 
out. However, regardless of the amount 
involved (or its relation to goodwill, 
book or market value), a separate tax 
problem arises if the plan is to pay off 
the withdrawing partner by turning 
over to him partnership assets which 
have gained in value. If you want to 


avoid tax to the partnership, consider 
holding off until ’55. The reason: 

A. As long as the 39 Code applies, 
such a distribution has been treated as 
similar to a sale of the assets to the 
retiring partner. This means that if ap- 
preciated property is transferred, the 
partnership can realize a taxable gain. 

B. However, if the distribution is 
made next year under the ’54 Code, the 
partnership will have no gain on which 
it must pay a tax. 


Buying into a partnership 


Suppose you are thinking of joining 
a partnership by paying more than book 
value for your share. It may pay you 
to hold up your entry into the firm till 
55. 

If you wait until a year beginning in 
‘55, the partnership can elect to increase 
the basis of the firm’s assets by the 
excess of your payment over book value. 
Benefits of this higher basis include 
bigger depreciation deductions, a lower 
taxable gain if the partnership’s assets 
are sold later, etc. But none of these 
advantages are available for years be- 
ginning before ’55. 


ILLUSTRATION: BUYING INTO A 
PARTNERSHIP 


Tue X-Y-Z partnership (on a calendar 
year basis) has the following assets: 





Basis to Market 
Partnership Value 
Inventory $40,000 $ 45,000 
Depreciable prop- 
erty 50,000 75,000 
$90,000 $120,000 


Mr. Z, a one-third partner, sells out 
to a Mr. Q in Dec. ’54 for $40,000. (Z’s 
basis for his partnership interest was 
$30,000.) The basis for the partner- 
ship’s total assets remains unchanged 
at $90,000 despite the fact that Q has 
paid $10,000 more than his proportion-- 
ate share of the basis of the partnership 
assets. Should the purchase be made in 
Jan. °55, however, the basis of the 
partnership assets could be increased 


$10,000. 


Recommendation—In buying into a part- 
nership with appreciated assets after 
this year, be sure the contract states 
clearly that all partners will approve 
the election to have the firm’s basis 
changed. The reason for this precau- 
tion is that while the partnership must 
make the election, the only individual 
to benefit taxwise will be the new part- 
ner. If the agreement isn’t reached 
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beforehand, the other partners may balk 
because they may actually suffer a dis- 
advantage. For example: 

A. The basis of the partnership’s 
assets will have to be reduced at a later 
date if (1) a loss is recognized to a 
retiring partner, or (2) in a future 
liquidating distribution, a partner takes 
over assets at a basis higher than they 
were to the partnership. 

B. Or take the case of a prospective 
new partner who has an opportunity, 
sometime in the future, to buy a retir- 
ing partner’s interest at less than his 
share of the basis of partnership assets. 
He may hesitate to make the deal be- 
cause he would have to reduce the 
basis of the firm’s assets. 


Timing a partnership liquidation 

Substantial tax savings can be re- 
alized by the proper choice of the year 
in which to carry out a liquidation. 
However, you'll have to reach a deci- 
sion fast because one of the alterna- 
tives will no longer be available after 
Dec. 31, 54 (for firms which are on a 
calendar year basis) or after the end 
of their partnership year which begins 
in 54 for those which are on a fiscal 
year basis. 

The possible tax advantages stem 
from the new tax rules which differ 
substantially from those which have 
prevailed in the past: 

A. In ’54, each of the assets distrib- 
uted to a partner takes with it as large 
a share of the partner’s basis for his 
partnership interest as the present value 
of the asset represents in relation to 
the current value of all assets. 

B. In years beginning after ’54, the 
basis of the partnership interest will be 
divided according to the basis of each 
asset in the hands of the partnership 
(rather than its present value). 


Selling property to the partnership 


If you sell property to your partner- 
ship this year, it isn’t clear whether the 
gain or loss will be recognized at all, in 
full, or only in proportion to what your 
partners bought—that is, excluding the 
share of your own partnership interest 
in that purchase. But for partnership 
years beginning in 55, the new tax law 
specific rules. 

For this reason, if you are planning 
any such sales, it may be advisable to 
hold off until the ’54 Code applies to 
your partnership. The new rules can 
then be used to give you the full tax 
advantage. The present ones merely 


invite litigation with no certainty of the 
outcome. However, note these two limi- 
tations which will apply even under the 
new tax law: 

A. If you sell the property at a profit, 
you won't get the full tax advantage if 
you own directly or indirectly more 
than 80% of the partnership’s capital 
or profit interest. 

B. If you sell the property to the firm 
at a loss, you won't be allowed a de- 
duction if you own directly or indirectly 
more than 50% of the capital or profit 
interest. 


Illustration—Suppose you are a one- 
third member of a partnership. You 
personally own depreciable property 
with a basis to you of $20,000 and a 
present market value of $40,000. The 
firm can use the property. If you wait 
to sell it to the firm until next year, the 
partnership will benefit from the ad- 
vantage of a higher basis for the prop- 
erty ($40,000), while you will realize 
a capital gain at relatively low tax cost. 


Savings on sale of business property 


What happens when a partnership 
has gains, but an individual partner 
realizes losses in selling business prop- 
erty during the same year? Or, what 
happens when he personally has losses 
while the partnership has realized gains? 

The year 1954 represents a last op- 
portunity to get the maximum tax bene- 
fit covering the sales of real and de- 
preciable property held for six months 
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or more. And even this “last chance” 
isn’t entirely certain: the Tax Court 
says it’s OK, but so far the Treasury 
has refused to agree. The one certain 
thing is this: in any year which begins 
on Jan. 1, ‘55, or later, these gains and 
losses will have to be offset against 
each other, just as if the individual 
partner had personally realized all the 
gains and losses—those stemming from 
his own transactions plus those result- 
ing from sales by the partnership. 


Illustration—A partner’s share of his 
partnership’s losses from the sale of 
real and depreciable business property 
(as defined in old Sec. 117 (j)) is 
$1,000, and he also realizes a $1,000 
gain by personally selling such prop- 
erty. In the opinion of the Tax Court, 
he gets a full $1,000 deduction for the 
partnership loss while his own $1,000 
profit is a long-term capital gain. But 
under the new tax law he would have 
to net these items, and they would 
simply cancel out; the $1,000 loss 
would have to be used to offset $1,000 
of capital gain (which is subject to a 
relatively low tax rate) instead of wip- 
ing out the much higher tax on $1,000 
of other, ordinary income. 


Recommendations—If you're willing to 
fight a possible Treasury challenge 
through the Tax Court, your tax goal 
for °54 should be to have all gains 
realized by the partnership, and all 
losses realized by the partners indi- 





year and next: 


LIQUIDATING THIS YEAR v. NEXT YEAR 


Illustration—In a partnership with the following assets, note the 
difference in the basis to the partners between liquidating this 


Basis to Partners if 





land was sold. 








Basis Value Partnership is 
% of % of Liquidated. in 
Amount Total Amount Total 1954 1955 
Inventory $ 30,000 25% $ 40,000 20% $ 24,000 $ 30,000 
Machinery and 

equipment $ 40,000 33*/s% $ 60,000 30% $ 36,000 $ 40,000 
Land $ 50,000 41°/:% $100,000 50% $ 60,000 $ 50,000 
$120,000 100% $200,000 100% $120,000 $120,000 


The partners’ basis for their partnership interests is also $120,000. 

If the liquidation takes place this year, the basis for each asset to the 
individual partners is computed according to the percentages shown under 
Value. If the liquidation occurs in a year beginning in 55, the basis will be 
computed according to the percentages shown under Basis. The comparison 
is in the last two columns. In this case, it is to the partners’ advantage not to 
liquidate this year: they would take over both the inventory and the 
machinery at a lower basis than they could get next year, while the some- 
what higher basis for the land would be of no tax benefit to them until the 
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vidually; or, have the partnership take 
all the losses while the partners them- 
selves take all the gains. 

You can go after the same tax break 
if the partnership has already realized 
a gain from the sale of depreciable 
business property, and has other hold- 
ings on which it can take a loss. It may 
pay to have the partnership distribute 
these holdings let the partners 
themselves realize the loss on the sale. 


and 


Caution—Don’t overlook the fact that 
such a distribution of property to the 
partners may result in a different basis 
for the property. If they have to take 
over at a lower basis, the tax loss may 
be cut down or eliminated altogether. 


Other pitfalls to watch in ’54 
affecting 
partnerships are already in effect, and 
have been since the date of the enact- 
ment of the new Code (Aug. 16, ’54). 
Most of them are designed to close 
loopholes in the old law. Even if there 
is no way to avoid the higher taxes 
imposed by the new rules, you should 
at least consider the new tax conse- 
before agreeing to transac- 
tions such as those discussed here: 


Several new provisions 


quences 


PARTNERS DRrawincs—Most _partner- 
ships are careless about how drawings 
are made so long as the total amounts 
eventually work out as required by the 
agreement. But now special care must 
be taken by any firm which has either 
unrealized receivables, or appreciated 
inventory whose present value is (a) 
more than 120% of its adjusted basis, 
and (b) at least 10% of the fair market 
value of all partnership property other 
than cash. 

As long as the firm owns such assets, 
all distributions should be strictly pro- 
portionate. Any disproportionate dis- 
tribution—whether it involves unrealized 
receivables, appreciated inventory or 
any other assets—can mean that both 
individual 
partners may be taxable on their “gain.” 


the partnership and _ the 


Observation—To avoid these dangers 
and complications the partners could 
have followed one of three courses: (a) 
take their respective drawings all in 
cash, (b) take them all in inventory, 
or (c) take them in equal proportions 
of cash and inventory, such as each 
receiving $10,000 cash and $10,000 
worth of inventory, or $5,000 cash and 
$15,000 in inventory, etc. Any one of 


January 1955 


these methods would have avoided the 
pitfalls of a disproportionate distribu- 
tion. 


SALE OF A PARTNERSHIP INTEREST—The 
new rules for the treatment of unreal- 
ized receivables and certain appreci- 
ated inventory just discussed will also 
put a crimp into some plans to sell a 
partnership interest. The partner who 
sells out will no longer be entitled to 
the more favorable capital gains rates 
but will have to pay taxes due on ordi- 
nary income, to the extent that gain is 
attributed to such assets. 


CHANGE OF PartNERS—Special care is 
needed if your partnership has a fiscal 
year which began after April 1, °54. 
The entry of a new partner, or the 
purchase of a former partner’s interest 
by the remaining members, may now 
terminate the partnership year. The 
result will be the pyramiding of income 
and loss of the use of a fiscal year—at 
least until permission is obtained for a 
new one. 

The provision on_ this 
point, retroactive to April 1, 54, has 
this to say: If there is a sale or exchange 
of 50% or more of the total interest in 
partnership capital and profits (other 
than by gift or inheritance), the firm 
is considered as terminated. The only 
way to keep the partnership alive and 
the year running would be to have the 
partnership buy out the retiring part- 
ner’s interest of 50% or more. This 
would work because a_ distribution 
(such as this would represent) does not 
appear to fall under the definition of 
sale or exchange. 


new code 


Recommendation—Actually, the Code 
makes no distinction on whether the 
sale or exchange of 50% or more of the 
total interest is to the remaining part- 
ners, or to new partners. It’s possible 
that the regulations will make such a 
distinction and not consider a sale to 
the remaining partners as terminating 
a partnership. But the safest procedure, 
pending issuance of the regulations, is 
to have the partnership distribute cash 
or property in liquidation of the retir- 
ing partner's interest. The remaining 
partners can supply the needed capital 
by an additional contribution to their 
capital investment. 


Urgent: review all agreements NOW 


Even if most of the points discussed 
so far jin this Staff Report do not seem 


to apply immediately to your situation, 
it’s essential that you review all part- 
nership agreements as soon as possible. 
The reason is that the new Code, effec- 
tive for any year which begins after 54, 
will arbitrarily determine the treatment 
of many partnership problems—unless 
the partnership agreement actually 
spells out how they are to be handled. 

For example, if your present agree- 
ment doesn’t specifically cover the treat- 
ment of capital gains, foreign tax credit, 
charitable contributions, contributed 
property, buying out a retired or de- 
ceased partner, etc., beginning with °55 
the new tax law will tell the partners 
how it must be done. The results can 
prove just as unhappy in violating the 
intentions of the partners as in situa- 
tions where property is distributed un- 
der the state laws of intestacy because 
a decedent failed to leave a will. This 
is the present situation: 

The ’54 Code permits the partnership 
agreement to be amended up to the 
time of filing the return for the year, 
giving partnerships—technically—until 
April 15, 56 to change their agree- 
ments. But as a practical matter, such 
revisions should be made at once. For 
one thing, for a partnership agreement 
to be valid it must generally be OK’d 
by all the partners, and time might 
have to be spent ironing out certain 
problems. Also, if a partner should die 
it may be impossible to amend the part- 
nership agreement. Finally, it’s always 
easier for all concerned to set the rules 
before events arise that might put one 
or the other partner at a disadvantage. 

Here are the areas which should 
specifically be reviewed now: 


ALLOCATION OF INcoME-—If the part- 
nership agreement is silent on this score, 
items like partnership capital gains, cer- 
tain gains or losses, charitable contribu- 
tions, foreign tax credit, etc., will be 
taxed to each partner in accordance 
with his share of the partnership’s ordi- 
nary income. If the partners do not 
want this proportion to apply, the part- 
nership agreement must specify how 
the division is to be made—for example, 
the partnership might prefer that the 
foreign tax credit be allocated accord- 
ing to the basis of each partner’s capital 
contribution to the firm. So long as the 
partnership agreement isn’t designed 
for tax avoidance purposes, it will be 
followed. 


CONTRIBUTED PropeRTY—If one or more 
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of the partners has contributed property 
to the partnership, and the agreement 
is silent, then depreciation depletion 
and gain or loss on the contributed 
property will be allocated to the part- 
ners as though the property was pur- 
chased by the partnership. The partner- 
ship agreement, however, can alter this 
tax consequence; it can provide that 
the deduction or income be allocated 
among the partners so as to take into 
account the appreciation or deprecia- 
tion to the partner before he contributed 
the property. 


Illustration—Mr. A owns machinery 
with a basis (that is, cost) of $50,000 
and a current market value of $20,000. 
Its estimated life is five years. It is con- 
tributed to the A-B partnership in 
which A and B are 50-50 partners. If 
no mention is made in the partnership 
agreement, the annual straight-line de- 
preciation of $10,000 (one-fifth of $50,- 
000) will be available half to A and half 
to B. Silence of the agreement on this 
score will therefore result in giving B 
the advantage of part of A’s higher 
basis. If A doesn’t want that tax effect, 
the agreement must provide that he is 
to have the depreciation, possible loss, 
etc., on the excess of the property's 
basis over its value at the date of con- 
tribution. 


Buyinc Out A RETIRING OR DECEASED 
PARTNER—A retiring partner or the es- 
tate of one who has died may suffer 
a substantial tax penalty unless the 
partnership agreement specifies that 
part of any payment for his interest is 
for his share of goodwill. Any amount 
not actually paid for goodwill will be 
fully taxable ordinary income to the 
retiring or deceased partner, and fully 
deductible by the remaining partners. 
But if the agreement specifies that part 
of the total payment is intended to 
cover goodwill, the amount allocable to 
goodwill will be capital gain to the 
retiring partner, or possibly tax-free to 
an estate (because of the increased 
basis of its partnership interest). The 
remaining partners will not be able to 
deduct the payment. 


Illustration—The A-B-C partnership 
agreement provides that on the death 
of a partner, his estate will receive the 
book value of his partnership interest 
plus a sum of $50,000. The $50,000 is 
designed to cover both the apprecia- 
tion in value of the partnership assets 


and the deceased partner’s share in the 
firm’s goodwill. 

Suppose Mr. A dies at a time when 
the value of his share in partnership 
assets has increased by $10,000. Since 
the partnership agreement doesn’t pro- 
vide specifically for goodwill payments, 





Directed verdict below upholding 
family partnership is reversed. The 
Court below, believing the case was 
controlled by another, directed a ver- 
dict for the taxpayer. The Circuit Court 
points out that a jury might well find 
that taxpayer and his wife had no genu- 
ine intent to join in business as partners. 
The Court notes that the wife was given 
$33,000 (the maximum allowable with- 
out gift tax) by her husband from the 
business, that she immediately pur- 
chased a limited partnership interest 
with it, that he managed the business 
and she received no profits. 

Dissent points out that taxpayer’s in- 
tent was to give his wife an interest as 
security and that he received no profit 
either, all funds being required for op- 
erations. Timpte, Nicholas v. CA-10, 
10/26/54. 


Jury finds no family partnership; books, 
records and returns all showed one 
owner. Taxpayer claimed refund of in- 
come tax on the ground he forgot to 
show business income as in part due to 
his wife as partner. The books showed 
capital for only the husband and pay- 
ments to the wife as salary. Social secu- 
rity reports, insurance policies, listed 
the husband as an individual owner. 
Jury found for the Government. Cohn 
v. McGowan, DC NY, 6/11/54. 


Family partnership not recognized—no 
business intent. The Court found in- 
valid the partnership with taxpayers 
teenage daughters; they took no part in 
the business and received only a small 
part of the profits. There was no real 
intent for them to do business as part- 
ners. Ellen C. Kynell, TCM 1954-174. 


Family partnership held bona fide 
where wife and daughter contributed 
capital and received salaries. The Com- 
missioner contended all the income for 
1944-1948 from a partnership formed 
in 1940 by taxpayers and their two 
daughters was taxable to taxpayers. 


New partnership decisions this month 
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any amount greater than the apprecia- 
tion in value of assets (other than good- 
will) is fully taxable to the estate (in 
this case, $40,000). If the agreement 
had provided for specific goodwill pay- 
ments, the entire amount received 
would have been tax-free. w 


The wife and daughters contributed 
capital and the partnership agreement 
provided they were to receive salaries 
and all of the partners actually worked 
in the shop. On the death of one of the 
daughters in 1949 the Commissioner 
had included all her undistributed share 
in the partnership in her gross estate. 
The Court found the partnership was 
bona fide and each partner taxable on 
his distributive share. L. C. Clifford v. 
U.S., DC NC, 10/4/54. 


No taxable income on partnership capi- 
tal transfers. The partnership contracted 
with an individual who would act as 
its log buyer for 10% of the net profit. 
10% of the capital was transferred to 
his account, though he paid nothing. 
After termination of the agreement, the 
balance remaining was returned. The 
Commissioner contended this credit was 
taxable income. The Court found no 
income in the transaction. Ellen C. 
Kynell, TCM 1954-174, 


Exclusion of two contracts in sale of 
partnership does not make gain ordi- 
nary. The Circuit Court overrules the 
District Court and finds that partners 
intended to sell their entire partnership 
as a going business (which would re- 
sult in capital gain). They had been 
required to withhold two unfavorable 
purchase contracts, on which they sub- 
sequently paid a substantial sum for 
release and then terminated the part- 
nership. Because of this the lower court 
had held the sale was not of their in- 
terest in the partnership, but merely of 
certain assets resulting in ordinary part- 
nership income. Kaiser v. Glenn CA-6, 
10/21/54. 


Changes in membership will not alone 
terminate limited partnerships. The 
principles of Rev. Rul. 144: and Rev. 
Rul. 54-31 (holding that the death, 
withdrawal, substitution, or addition of 
a partner does not, in itself, effect a 
termination of the partnership) are ap- 








plicable to a limited .as well as a gen- 
eral partnership irrespective of whether 
the partnership agreement is silent re- 
specting continuation upon changes in 
membership. Rev. Rul. 54-484. 





THREE EsropPEL CASES 


1946 decision against family part- 
nership, collateral estoppel in 1947. 
Previously the court held for the 
year 1946 that taxpayer’s daughter 
was not a bona fide partner. In the 
(1947) issue, the Court 
holds that additional testimony as 
to the situation at the formation of 
the partnership may not be con- 
sidered. This was the question at 
issue in the prior proceedings. Nor 
can evidence be received on a new 
theory of the validity of the partner- 
ship. The taxpayer is bound by the 
facts and the conclusion from the 
facts. Albert Dick Guggenheim, TCM 
1954-183. 


current 


No estoppel when case law changed. 
The Tax Court finds that premiums 
paid by the taxpayer on life insur- 
ance for the benefit of his divorced 
wife are not deductible as alimony: 
the wife’s interest is contingent on 
her surviving. The C. urt is not es- 
topped by its holding in a prior year 
that the premiums were deductible 
because the controlling case law has 
changed. Leon Mandel, 23 TC No. 
11. 


Where facts have not changed com- 
missioner estopped from claiming 
family partnership found valid in 
1937 suit is invalid in 1945 suit. A 
family partnership was upheld by 
the Tax Court in a 1937 suit and 
taxpayer taxed on only one-fourth 
the 1937 partnership income. In a 
suit litigating 1945 and 1946 income 
the Tax Court held the issue could 
be relitigated because the legal ap- 
praisement to be placed on the facts 
as_ to partnerships had 
changed, and found no valid part- 
nership for 1944-1945. The Circuit 
Court however holds that the earlier 
decision by the Tax Court barred by 
collateral estoppel the issue for 
1944-1945; the facts as found were 
binding on the Tax Court. Joe Lynch 
v. Comm. CA-7, 11/4/54. 


family 
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1954 Code limits conduit principle in 


taxing non-resident-alien trust beneficiary 


Ox OF THE PROBLEMS created for tax 
men by the 1954 Code is the neces- 
sity of re-evaluating those decisions 
under the 1939 Code not specifically 
incorporated in or overruled by the 
1954 Code. These peripheral situations 
require a skilled and laborious analysis 
of the statutory foundation of the de- 
cision under the 1939 Code, followed 
by a study of the comparable provi- 
sions under the 1954 Code to deter- 
mine where any difference in the two 
statutes warrants a difference in result. 

Such a case, we thought, might be 
Otto H. Wittschen, 5 T.C. 10 (1945), 
Acq., 1945 Cum. Bull. 7. We wondered 
whether the statutory adoption of the 
“conduit” principle would yield a dif- 
ferent result under the 1954 Code. We 
asked Henry SCHNEIDER of the New 
York law firm, Moses & Singer, to give 
us his views: 


The Wittschen case 


“Under §211(a)(1) of the Internal 
Revenue Code of 1939, a nonresident 
alien individual not engaged in trade or 
business within the United States and 
deriving an aggregate of $15,400 or 
less of ‘fixed or determinable annual 
or periodical’ gross income (including 
certain net capital gains) from sources 
within the United States was taxed at 
a flat rate of 30% of such gross income. 
No allowance was made for deductions 
from gross income. In Otto H. Witt- 
schen, 5 T.C. 10 (1945), Acq. 1945 
Cum. Bull. 7, the Commissioner deter- 
mined that such a nonresident alien, 
who was sole beneficiary of a resident 
testamentary trust and under the terms 
of the will entitled to the ‘entire net 
income’ of the trust efter the ‘deduc- 
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tion of proper expenses therefrom,’ was 
taxable on the gross income of the trust, 
all of which consisted of interest, divi- 
dends, and rents from United States 
sources. Accordingly, the Commissioner 
determined that the testamentary trus- 
tees, as withholding agents, should have 
withheld tax on such gross income, 
undiminished by trust expenses properly 
chargeable to income which, pursuant 
to the terms of the will, were deducted 
by the trustees from gross income in 
computing the amount so payable. 

“Disapproving the Commissioner’s 
determination, the Tax Court held that 
such nonresident alien was taxable on 
only the net income distributable and 
distributed to her. The Court pointed 
out that §211(a) (1) of the 1939 Code 
imposed the tax upon only ‘the amount 
received’ by such nonresident alien, 
that the beneficiary was not the owner 
of the trust corpus and that the Com- 
missioner was wrong in his contention 
that the trustees acted merely as the 
beneficiary's agents in managing the 
property and collecting the income. (No 
reference was made to 1939 Code §143 
(b), which dealt specifically with the 
withholding of tax at source by fiduciar- 
ies having the control, receipt, custody, 
disposal, or payment of fixed or deter- 
minable annual or periodical income 
from United States sources to a nonresi- 
dent alien individual.) 

“Nothing in the Internal Revenue 
Code of 1954 would require a result 
different from that reached by the Tax 
Court in the Wittschen case. On the 
contrary, the 1954 Code’s provisions 
afford greater, support for same result. 

“Section 871(a) of the 1954 Code, 
continuing the general statutory scheme 
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that a nonresident alien such as the one 
in the Wittschen case should be taxable 
on his United States gross income with 
no deductirns, adopts the 1939 Code’s 
phraseology, imposing tax on only ‘the 
amount received’ by such nonresident 
alien—which no doubt will be regarded 
as broad enough to include the distrib- 
utable trust income, whether distrib- 
uted or not. See I.T. 3020, XV-2 Cum. 
Bull. 106; Treas. Reg. 118, Sec. 39.143- 
2(b). (No change which would require 
a different conclusion in the Wittschen 
case is made in the withholding tax 
provision of the 1954 Code, §1441.) 
“True, 1954 Code §652(b) enacts 
the principle, judicially and administra- 
tively adopted under the 1939 Code, 
that trusts should generally be regarded 
as ‘conduits through which income 
passes to the beneficiaries, except where 
income is accumulated by the 
trust future distribution’ (Senate 
Finance Committee Report, page 343). 
But as such report also states (page 82), 
another basic principle carried over 
from the 1939 Code is that ‘trusts are 
treated as separate taxable entities,’ ex- 
cept where the grantor or another is 
treated as the substantial owner of all 
the trust property under §§671-678 of 
the 1954 Code. (See also §641(b).) 
“Moreover, the 1954 Code now makes 
it quite clear that there are limits to 
the conduit theory, which eliminate any 
possible argument that this theory could 
mean that the trust’s gross income is in 
effect the beneficiaries’ gross income. 
In providing that amounts ‘shall have 
the same character in the hands of the 
beneficiary as in the hands of the trust,’ 
1954 Code §652(b) refers only to the 
‘amounts specified in subsection (a).’ 
Such $652(a) deals with ‘the amount of 
income for the taxable year required to 
be distributed currently by a trust,’ and 
goes on to provide that there shall be 
included in the gross income of the 
beneficiaries in the aggregate an amount 
no greater than the ‘distributable net 
income’ of the trust. “Distributable net 
defined in 1954 Code 
$643(a) to mean ‘the taxable income’ 
of the trust with modifications, none of 
which calls for the elimination of deduc- 
tions for operating expenses, such as 
were involved in the Wittschen case. 
1954 Code §63(a) defines ‘taxable in- 
come’ to mean “gross income, minus the 
deductions allowed by this chapter.’ 
Thus is made clear the Congressional 
intent, expressed in the Senate Finance 
Committee Report (pages 82, 83, 346- 


for 


income’ is 


347), that the outside limit on total 
distributions taxable to all the bene- 
ficiaries of a trust shall in general be 
the ‘taxable income’ of the trust—not 
gross income, but gross income minus 
deductions. 

“Nothing in the 1954 Code either 
specifies or even indicates that, unlike 
other trust beneficiaries, a beneficiary 
who is a nonresident alien individual 
should be taxed on the basis of gross 
income of the trust. Furthermore, as 
has been shown above, the 1954 Code 
destroys any contention that the adop- 
tion of conduit principle of taxing the 
income of trusts means the trustees for 
income tax purposes are merely agents 
of trust beneficiaries. Accordingly, the 
Wittschen case is good law under the 
1954 Code. It would be surprising if the 
Commissioner should so much as at- 
tempt to reargue its subject matter in 
another case.” 


Analogy to partnership 
Mr. Schneider's conclusion is sup- 


ported by the express statutory treat- 
ment of the analogous problem in re- 
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spect of a partnership, Section 702(c) 
provides that in any case when it is 
necessary to determine the gross income 
of a partner, his gross income shall in- 
clude his distributive share of the gross 
income of the partnership. Moreover, 
§$61(a)(13) includes in gross income 
the distributive share of the partnership 
gross income. The failure to make simi- 
lar provision for the beneficiary of a 
trust lends further support to Mr. 
Schneider’s thesis. 

As Mr. Schneider suggests, the Witt- 
schen case would appear inapplicable 
to the situation of trust covered by Sub- 
part E, relating to grantors and bene- 
ficiaries who are treated as substantial 
owners of the trust. For example, the 
grantor of a short-term trust (§673) or 
one who retains a power to revoke 
($676) under such circumstances as 
to be treated as the substantial owner 
under Subpart E includes in computing 
his taxable income the items of income 
of the trust ($671). While not as ex- 
plicit as the corresponding provisions 
in respect of partnerships, discussed 
above, the result seems fairly clear 
above, the result seems fairly clear. 


Non-resident trust beneficiary denied 


interest exemption on bank deposits 


A problem somewhat similar to the 
foregoing is suggested by Vondermuhll 
v. Helvering, 75 F (2d) 656 (D.C. 
Cir. 1935). Under Section 119(a) (1) 
(A) of the 1939 Code, interest on de- 
posits with persons carrying on the 
banking business paid to persons not 
engaged in business within the United 
States was treated as from sources with- 
out the United States. In the Vonder- 
muhll case, the taxpayer was a non- 
resident alien not engaged in business 
in the United States and was the bene- 
ficiary of a trust. The trustees were resi- 
dents of the United States. The bene- 
ficiary in the taxable year involved 
received, through the trust, income aris- 
ing out of deposits by the trustees with 
certain banking institutions. The tax- 
payer claimed that the income received 
was exempt from tax because of the 
provisions of Section 119(a) (1) (A). 
In holding for the Government, the 
Court pointed out that the trustees of 
an active trust cannot be considered in 


any sense the agents of the beneficiary 
and consequently the interest on bank 
deposits was paid to the trustees who 
were residents of the United States and 
doing business therein and not to the 
beneficiary. 

As a matter of policy, there can be 
little quarrel with this result. The pur- 
pose of the exemption as pointed out 
by the Court was to encourage persons 
not doing business here to use American 
banks and that the purpose of this ex- 
emption did not require that it be ac- 
corded to resident trustees even though 
the income ultimately passed to a non- 
resident not doing business in the 
United States. 

It is believed that there is nothing in 
the 1954 Code that would require any 
different result. As pointed out by Mr. 
Schneider, the conduit principle en- 
acted by Section 652(b) does not rep- 
resent any startlingly new innovation. 
This theory while serving to character- 
ize the income does not by any means 
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require the result that. the trustee is an 
alter ego of the beneficiary. 

Section 861(a)(1)(A) of the 1954 
Code adopts the identical wording of 
Section 119(a)(1)(A) of the 1939 
Code. Consequently, the exemption for 
interest on bank deposits is available 
only when paid to persons not engaged 
in business in the United States. Under 
the conduit principle enacted by Section 
652(b), interest paid to a trust bene- 
ficiary would retain its character as 
interest for the purpose of determining 
source but it need not necessarily be 
considered as having been paid to the 
beneficiary. 

The purpose underlying the interest 
exemption is further implemented by 








Welder on Eniwetok not a bona fide 
resident. Taxpayer went under contract 
to work for construction companies in 
the Pacific Islands. Quarters were pro- 
vided by his employers. Despite ex- 
tended stays, the Court held he was a 
mere sojourner, not a bona fide resi- 
dent. Hence he is fully taxable on this 
income. Ivan M. Holt, TCM 1954-178. 


Foreign student in U.S. for nine-month 
school year is nonresident. A foreign 
student studying for a degree in the 


United States, who remains in this 
country only during the nine-month 
school year and goes home or else- 


where during his summer vacation is 
alien for 
Federal income tax purposes. Rev. Rul. 
54-87 which creates a rebuttable pre- 
sumption that foreign student studying 
in the U.S. for a degree which requires 
temporary residence in the U.S. for a 
minimum of two years will be classified 
as a resident alien is distinguished. Rev. 
Rul. 54-485. 


considered a_ nonresident 


Withholding rates under tax conven- 
tions. A schedule of withholding tax 
rates under conventions has been issued, 
for use by withholding agents in the 
U.S. in connection with dividends, in- 
terest, royalties and real estate rentals 
paid to nonresident aliens and nonresi- 
dent foreign corporations. Rev. Rul. 
54-475. 


Officials of Guam have power to collect 
taxes on Guam from citizens although 
power not specified in Organic Act. Tax- 
payers, citizens of Guam, sued for re- 
turn of taxes assessed by the govern- 
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Section 2105 of the 1954 Code (Section 
863 of the 1939 Code). It is therein 
provided that moneys deposited with a 
person carrying on the banking business 
“by or for” a nonresident alien who is 
not engaged in business in the United 
States at the time of his death is ex- 
empt from estate taxes. The separate- 
ness of the trust entity has also been 
affirmed in this area. It has been held 
in a case arising under the 1939 Code 
that a nonresident alien beneficiary of 
a trust may not exclude from his estate 
the portion of the trust corpus on de- 
posit with banking institutions. Estate 
of Lina Joachim, 22 T.C. No. 106 
(1954), which the government is ap- 
pealing to the Second Circuit. 


ment of Guam on the theory it had no 
authority to collect taxes on the island. 
The District Court held the government 
of Guam has power to collect taxes on 
Guam although the power is not spe- 
cifically mentioned in the Organic Act. 
John Wilson v. B. L. Kennedy, DC Terr. 
of Guam, 8/31/54. 


Credit for income taxes paid to Turkey 
allowable. Turkey has satisfied the re- 
quirement for allowance of credit for 
income taxes paid to a foreign country. 
Rev. Rul. 54-502. 


Treatment of war loss recoveries on 
prewar German bonds. Old bonds ac- 
quired on or before December 11, 1941 
and held on January 11, 1954 when 
restrictions against trading in bonds 
were removed are held to be recovered 
for war loss purposes on January 11, 
1954 for holder of old bonds or those 
exchanged for new ones. The fair mar- 
ket value is the average of the market 
quotations for the first three days of 
trading Rev. Rul. 54-501. 


Bona fide residence in Iceland found. 
(Acquiescence.) Taxpayer was _per- 
mitted to exclude salary earned as book- 
keeper for Lockheed in Iceland in 1949. 
He lived in company quarters but hoped 
to bring his wife from a rented apart- 
ment in U.S. as soon as space was avail- 
able. This never happened. Five judges 
dissent on the ground that the taxpayer 
never identified himself with the foreign 
country—the test used in similar cases 
where exemption was not allowed. Fred 
H. Pierce, 22 TC No. 62, Acq. IRB 
1954-46-5. 


Inasmuch as the conduit theory of 
trusts is used merely as a characteriza- 
tion device and is not intended to over- 
ride the established notion of the sepa- 
rateness of the trust entity, the Vonder- 
muhll case would continue to be good 
law under the 1954 Code. % 


U.K., Dutch, Belgian, tax 
rates decline; French ris 


IN THE PAST YEAR the top rate of in- 
come tax and profits tax on corporate 
profits has been reduced in the United 
Kingdom to 47.5% and in The Nether- 
lands to 46%, Mitchell B. Carroll re- 
ported at the National Foreign Trade 
Convention last month. He presented 
additional interesting comparative data 
on the tax rates in other countries. Here 
are our notes: 

The excess profits tax has not been 
re-enacted in Belgium, leaving top rates 
on distributed corporate income of 50% 
and on undistributed at 48%. Germany 
is considering a reduction in the cor- 
poration tax on undistributed income 
from 60% to 45% and leaving the rate 
on distributed income at 30%. This will 
mean, as the income used to pay the 
30% tax will be taxable at 45%, an 
effective top corporation rate on dis- 
tributed income of 43.5%. As presently 
provided, the corporation will, under 
the United States-German tax conven- 
tion, withhold a tax of 15% instead of 
the present rate of 25%. 

France has increased its corporation 
rate from 34% to 36%, and still with- 
holds 18% from dividends. 

Because of the avoidance of the 
Italian complementary tax on individ- 
uals by shareholders in corporations in 
part by creating a number of corpora- 
tions and failing to declare dividends, 
Italy introduced a kind of complement- 
ary tax on corporations. The tax con- 
sists of a (1) tax of 0.75% on the 
taxable assets of companies which re- 
places the former negotiation tax on 
shares of Italian corporations and the 
tax on capital employed in Italy by 
foreign corporations, and (2) a tax of 
15% on profits in excess of 6% of the 
taxable assets. This tax is on the entire 
net income of corporations, including 
income hitherto exempt, such as divi- 
dends received from other corporations, 
foreign as well as domestic, and profits 
from permanent establishments abroad 
which are exempt from the tax on 
movable wealth (ricchezza mobile) in 
Italy. ¥ 
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Distributions in kind may still be 


in jeopardy despite new law 


\\ E HAVE JUST RECEIVED a very inter- 

esting letter from John P. Allison of 
the New York bar, who was counsel for 
the taxpayer in the Fannie Hirshon 
Trust (213 F. (2d) 523 (2nd Cir. 
1954) Cert. den.) in which he advises 
extreme caution in assuming that the 
1954 Code makes obsolete the holding 
in this case. Mr. Allison, who is also 
one of the editors of this journal, says 
this: 

“As counsel for the taxpayer in 
Fannie Hirshon Trust v. Commissioner, 
I read with great interest your article 
entitled “New Law Rescues Dividends 
in Kind From Hopeless Muddle in 
Congress and Courts” in the October 
issue. 

“The fact dealt with in 
the Hirshon and companion Godley 


situation 


case is typified by your example: 

“Take, for example, a corporation has 
a surplus of $10,000. It has a building 
which cost it $5,000 and is now worth 
$20,000. It distributes this building as 
a dividend in kind to its shareholders.” 

“The Courts of Appeal for the Second 
and Third Circuits both held that on 
these facts the amount of the dividend 
is $20,000, rather than the $10,000 
previously assumed by the tax bar. 
Moreover, the Supreme Court has just 
denied certiorari in. both cases. 

“It is true that the reports of both 
the House Ways and Means Committee 
and the Senate Finance Committee 
clearly indicate that this treatment will 
not obtain under the 1954 Code. The 
difficulty is that the new Code (Section 
316) defines dividends in precisely the 
same manner as did Section 115 of the 
old Code, i.e., as a distribution “out of” 
earnings and profits, and, as did the 


old Code, requires that a dividend in 
property be taken into income in the 
amount of its fair market value (except 
that if the recipient is a corporation the 
amount taken into income is the lesser 
of fair market value or the adjusted 
basis of the distributed property, Sec- 
tion 301(b) ). 

“It therefore seems clear that the way 
is open for the government to contend 
that the Hirshon and Godley cases are 
still good law. A plain warning that 
this contention will be made is con- 
tained in a footnote in the government's 
brief in opposition to the petition for 
certiorari in the Hirshon case. This is 
what they say: 

‘The 1954 Code also retains the defi- 
nition of a “dividend” as a distribution 
of money or property “out of” earnings 
or profits (Sec. 316(a)). However, in- 
consistently with the logical conclusion 
that a property distribution is out of 
earnings and profits, and therefore a 
dividend in its entirety, when earnings 
and profits are sufficient to cover the 
cost basis of the distributed property, 
the examples in the committee reports 
on the 1954 Code referred to by tax- 
payer (Pet. 12) reflect that the amount 
of the dividend to the shareholders 
would be limited to the amount of the 
earnings and profits prior to the distri- 
bution. It would seem that the lan- 
guage of the 1954 Code would control 
over the legislative reports, but that is 
a problem for the future.’ 

“Caveat distributor.” 


Question very hot today 


That this subject is hot today, and 
getting lots of attention is suggested 
by the appearance elsewhere in this 
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issue (page 7) of a major article on 
the subject by Raymond Rubin, and by 
another in the Tax Law Review, No- 
vember, page 41, by Seymour S. Mintz 
and William T. Plumb, Jr. 

While generally we think tax prac- 
titioners should not spend their time 
arguing with decisions of the courts, 
on this subject the case law, the new 
Code, and long-established practice are 
all at such variance that the final answer 
cannot yet be seen. New cases are be- 
ing tried in the Tax Court on exactly 
the same issue as were decided for the 
Commissioner in Hirshon and Godley. 

Perhaps the most significant long-time 
implication of the question is with re- 
spect to basis in future years. For this 
reason we are all watching with much 
interest the present cases and the man- 
ner in which the 1954 Code is inter- 
preted. 

The conclusions from the Mintz and 
Plumb article sum up the present 
dilemma. We quote here the concluding 
paragraphs from their paper, which 
gives us their conclusions on the pres- 
ent state of this question: 


Conclusion 


Intermittently for some twenty years 
the Treasury has kept the law of divi- 
dend taxation in turmoil as it attempted 
to close what it considered to be a loop- 
hole in the law. Each time it appeared 
that the law was reasonably well settled, 
the Treasury has returned to the fray 
with another novel theory. Throughout 
that period the door to Congress was 
open. A well-considered legislative solu- 
tion, which would have treated consist- 
ently all aspects of the matter and 
would have afforded taxpayers and the 
Treasury a standard upon which they 
could rely, might long since have been 
devised. 

The present situation is far from sat- 
isfactory. The Treasury has at last—but 
not finally—won its point in court in 
decisions which will affect only those 
persons who reasonably relied on many 
decisions to the contrary. The Treasury’s 
great victory will have no prospective 
effect. The legislative solution, coming 
many years after the problem was 
clearly apparent, was drafted under 
stress of time as a part of a revolution- 
ary revision of the law of corporate 
taxation and is one of the few major 
changes that survived from the drastic 
provisions which passed the House of 
Representatives. 

Now that time has permitted the 
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problems to be viewed in proper per- 
spective, the new provision should be 
revised to provide: 

1. Logically consistent rules govern- 
ing the amount taxable to shareholders 
and the charge to earnings and profits 
in the case of non-inventory distribu- 
tions; 

2. Retroactive application of the 
policy determinations incorporated in 
the new Code to relieve those who re- 
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ceived non-inventory distributions in 
past years in reliance on the rule estab- 
lished by many decisions prior to 
Hirshon and Godley; and 

3. A clear-cut declaration of Con- 
gressional policy with respect to the 
attribution or non-attribution to a cor- 
poration of taxable gain on property 
which it distributes as a dividend in 
kind and which is subsequently sold by 
its shareholders. wr 


High par value common stock may be 


better than preferred under new code 


qpueweree AssocrATED Om Com- 
PANY recently proposed a plan to its 
minority stockholders, under which pre- 
ferred stock would be made available 
to them in exchange for their common 
stock. The announced purpose was to 
permit minority stockholders to realize 
dividend income during a period when 
the corporation was engaged in an 
extensive modernization program. A 
majority of the stock is held by three 
corporations, which will not participate. 
Dividends will be paid only on the 
preferred stock. 

The idea of offering common stock- 
holders the right to exchange their 
common for preferred is not a new one. 
It has been used advantageously by 
family corporations a majority of whose 
stock is owned by individuals not active 
in corporate affairs. Assume, for ex- 
ample, that three brothers, in 1900, 
formed a corporation which proved 
quite successful. By 1954, only three 
descendants of the brothers are ac- 
tively engaged in the business. They 
own 25 per cent of the stock, inactive 
holders and trusts own the rest. By 
offering these non-working stockhold- 
ers preferred stock in exchange for their 
common, the working members of the 
family are in a position to control the 
corporation, and the non-working mem- 
bers will receive a fixed income. Often 
this plan is followed at a later time 
by the redemption of the preferred 
stock and the issuance of debentures 
therefor. 

Under the new Code, whenever pre- 
ferred stock is issued in a corporate 
reorganization or as a stock dividend, 


it becomes Section 306 stock. The sale 
or exchange of this stock gives rise to 
ordinary income, unless the owner of 
the stock disposes of his entire interest, 
or the corporation is without earnings. 
Even the disposition of an entire in- 
terest by one person will not prevent 
this tax burden if certain members of 
his family still own it. 

Under the 1954 Code, the preferred 
stock to be issued by Tidewater will 
apparently be Section 306 stock. If 
the holder of such stock sells less than 
all of it, together with any common 
that he may still retain, he runs the risk 
of having the proceeds taxed as ordi- 
nary income. In addition, if his imme- 
diate relatives—grandparents, parents, 
wife, children, or grandchildren—own 
any of it, the sale of all of his stock may 
still result in ordinary income. Their 
ownership will be ascribed to him. 


Use of common is safer 


Because of the risk involved in issu- 
ing preferred stock, many tax men have 
been turning to the use of high par 
value common stock to accomplish the 
same thing. Let us assume that a cor- 
poration with a net worth of $410,000 
has four equal unrelated stockholders. 
The corporation is recapitalized to pro- 
vide for a Class A common and a Class 
B common. The Class A common will 
be $1 par value. The Class B common 
will be $1,000 par value. Each class 
will share equally in the dividends, 
based upon par value. Each share of 
stock, regardless of par value, will have 
one vote. In the event of dissolution of 
the corporation, each class will share 


in accordance with its par value up to 
the point where Class B has received 
par. Any balance thereafter will accrue 
to the Class A. Four hundred shares of 
the Class B will be issued, and 10,000 
shares of the Class A. The Class B stock 
will never have a value in excess of 
$1,000 per share, since the corporation 
can be dissolved at any time, and the 
holder of that stock will receive no more 
than that amount. Section 306 contains 
no definition of “common” stock. It is 
possible for either of these classes to be 
considered common in one state and 
preferred in another. The Tax Court, 
unless the state court decisions show no 
divergence, may end up by working 
out its own definitions. We will assume 
that both the Class A and Class B will 
be deemed common, for purposes of 
this discussion. The reader is cautioned 
to review carefully the corporate laws 
of his state before assuming that any 
such plan is feasible. 

This type of recapitalization has sev- 
eral advantages. The Class A stock can 
be sold to junior executives at a low 
cost. For example, a5 per cent interest 
in the Class A stock would cost $500. 
Although the dividends on it would be 
low, any appreciation in value of the 
company would accrue to the Class A 
stockholders. Over a period of time, the 
present stockholders could gradually 
sell their Class A stock to junior execu- 
tives ready for greater responsibilities 
and the rewards which follow. 

Now the owners are immediately in a 
position to have some of their Class B 
stock redeemed at a capital gain. To 
escape dividend tax Section 306 stock 
must be redeemed in its entirety, to- 
gether with any common the holder 
may have. This high par value common 
stock, however, can be redeemed in 
part under Section 302(b)(2) of the 
new Code, as a substantially dispro- 
portionate redemption. For example, 
stockholder A will have 100 shares of 
the Class B stock and less than 50 per 
cent of the voting stock. The corpora- 
tion can redeem 21 of these shares from 
him, and the gain will be taxed at a 
maximum of 25 per cent. 

If the corporation proceeded over 
a period of time to redeem 21 shares 
each from B, C, and D as well, it 
would bring the transaction under Sec- 
tion 302(b) (2)(D), which prevents a 
series of redemptions which result in 
a proportionate redemption, from hav- 
ing capital gains benefits. However, the 
literal language of the statute permits 
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redemption of the stock of one or two 
of the stockholders, followed by a pur- 
chase by them from the remaining 
stockholders of an amount sufficient to 
equalize the then holdings of all of 
the stockholders. Whether this literal 
language will be followed by the regu- 
lations and the courts is of course un- 
known now. 

If, after such a recapitalization, a 
restrictive stock agreement is entered 
into, a good many problems involved 
in determining the value of the stock 
on the death of a shareholder will be 
solved. It would seem that the Class B 
stock could never have a value of over 
$1,000, and if the restrictive stock 
agreement clearly indicates that in the 
event of death or a proposed transfer 
that amount is all that would be paid 
for it, such a value would be estab- 
lished for estate tax purposes. That 
would leave open to argument only the 
value of the Class A $1 par common, 
and if the restrictive stock agreement 
valued this at book, that problem should 
be solved. * 


Stepped-up basis under 
1954 Code questioned 


GERHARD Mayer oF S. D. Leidesdorf 
& Co. has responded to our invitation to 
comment on the method for circum- 
venting Sections 1239 of the 1954 Code 
JTAX, Oct. 54, p. 62), which provides 
that gain on the sale of depreciable 
property to a controlled corporation is 
ordinary income. Briefly, the idea was 
to transfer depreciable property to a 
controlled corporation and _ thereafter 
dissolve the corporation. The property 
would have to be reported at its fair 
market value upon receipt, and depre- 
ciation thereafter would be based on 
such value. In this way, the owner of 
the property might get a stepped-up 
basis at capital gains rates. 

Mr. Mayer wonders whether such a 
corporation might not be a collapsible 
one. If the owner of the property held 
it for less than three years before trans- 
ferring it to the corporation, and dis- 
solution of the corporation occurred 
within the three-year period, Section 
341, relating to collapsible corporations, 
would convert the capital gain from the 
property into ordinary income. 

Under Subsection 341(b)(2), the 
collapsible corporation rules are ex- 
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tended to situations where the corpora- 
tion did not construct or produce the 
property itself, but did acquire the 
property in a tax-free transaction, and 
hence must use the same basis as the 
transferor. In the situation under which 
this method would be used, namely, one 
in which property has a tax basis of far 
less than its fair market value, it would 


be extraordinary for the property to 
have been held less than three years. 
Such situations normally develop only 
when property has been held through a 
period of inflation. In any case in which 
dissolution of a corporation is recom- 
mended as a solution to a tax problem, 
consideration should be given to Sec- 
tion 341. w 


How 1954 Code changes effect of corporate 


reorganization on security holders 


HEN A CORPORATION is reorganized 

pursuant to a plan, and securities 
of one corporation which is a party to 
the plan are exchanged for securities of 
another corporation also a party to the 
plan, no gain or loss on the exchange 
shall be recognized. Section 354 of the 
1954 Code continues this rule formerly 
found in Section 112(b) (3). A special 
limitation is imposed by the 1954 Code, 
however. If the principal amount of 
the securities received exceeds the 
principal amount of the securities sur- 
rendered, the excess (or the entire 
amount if no securities are surrendered ) 
is considered as “boot” received in 
exchange and is subject to the rules of 
Section 356. In other words, securities 
can be received tax free only to the 
extent of the principal amount of the 
securities surrendered. 

In the case of type “D” reorganiza- 
tions, the non-recognition rule will not 
apply unless the transferee corporation 
acquires substantially all of the trans- 
feror corporation’s assets and unless 
all of the property of the transferor 
corporation, including any stock, secur- 
ities, or property received, is distributed 
pursuant to the plan or reorganization. 


Split-ups and split-offs 

The rules pertaining to split-ups and 
split-offs (formerly Sec. 112(b)(3)) 
and spin-offs (formerly Sec. 112(b)- 
(11)) are now contained in Section 
355. In some respects the old rules are 
liberalized and in others they are more 
restrictive. 

The old requirement that the dis- 
tribution must be in pursuance of a 
plan of liquidation has been abolished. 


by Paut L. Freter 


Thus a corporation can distribute stock 
of its subsidiary without the necessity 
of first transferring such stock to a new 
holding company and then distributing 
the holding company’s stock. 

It is also possible, now, to make a 
distribution of stock of controlled cor- 
porations which is not pro-rata. For 
example, if a corporation operates two 
businesses and has two stockholders, 
it can incorporate each business sepa- 
rately and distribute one to each stock- 
holder. 

The new Code does not require that 
all of the stock and securities of the 
controlled corporation be distributed. 
It is sufficient if 80% control (as de- 
fined in Section 368(c)) is distributed 
and if the retention of the balance is 
not for the principal purpose of avoid- 
ing taxes. 

Preferred stock may now be used as 
well as common stock, but beware of 
the consequences of Section 306, which 
is designed to prevent the use of the 
preferred stock bail out. 

The old rule, that the non-recogni- 
tion provisions would not apply if the 
transaction was designed principally to 
distribute earnings and profits to the 
shareholder, is continued; but tempered 
somewhat by the qualification that the 
mere fact that some or all of the dis- 
tributees dispose of their distributed 
stock or securities, shall not be con- 
strued to mean that the transaction was 
used principally for such purpose, pro- 
vided, of course, that the subsequent 
disposition was not arranged prior to 
the distribution. 

On the restrictive side of the ledger, 
if any securities are received in a prin- 
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BECAUSE OF THEIR IMPORTANCE IN 
connection with Sections 354 to 358 
of the 1954 Code, definitions of cer- 
tain terms used there are quoted be- 
low from Section 368. 

Section 368(a)(1) provides that 
the term “reorganization” means: 


(A) a_ statutory 
solidation; 


merger or con- 


(B) the acquisition by one cor- 
poration, in exchange solely for all 
or part of its voting stock, of stock of 
another corporation, if, immediately 
after the acquisition, the acquiring 
corporation has control of such other 
corporation (whether or not such ac- 
quiring corporation had control im- 
mediately before the acquisition) ; 

(C) the acquisition by one cor- 
poration, in exchange solely for all 
or a part of its voting stock (or in 
exchange solely for all or a part of 
the voting stock of a corporation 
which is in control of the acquiring 
corporation), of substantially all of 
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the properties of another corpora- 
tion, but in determining whether the 
exchange is solely for stock the as- 
sumption by the acquiring corpora- 
tion of a liability of the other, or the 
fact that property acquired is subject 
to a liability, shall be disregarded; 

(D) a transfer by a corporation 
of all or a part of its assets to another 
corporation if immediately after the 
transfer the transferor, or one or 
more of its shareholders (including 
persons who were shareholders im- 
mediately before the transfer), or 
any combination thereof, is in con- 
trol of the corporation to which the 
assets are transferred; but only if, in 
pursuance of the plan, stock or 
securities of the corporation to which 
the assets are transferred are dis- 
tributed in a transaction which quali- 
fies under Section 354, 355, or 356; 

(E) a recapitalization; or 

(F) a mere change in identity, 
form, or place of organization, how- 
ever effected. 








cipal amount in excess of the amount 
of the securities surrendered, the ex- 
cess is treated as “boot” and subject to 
the rules of Section 356, as noted above. 


Active business requirement 

A new limitation, which may nullify 
the benefits of this section in many 
instances, is the “active business” re- 
quirement. Under this requirement, the 
distributing corporation and the con- 
trolled corporation must be in “active 
business” immediately after the distri- 
bution. If the distributing corporation’s 
of stock or se- 
curities in the controlled corporation, 
then only the controlled corporation 
need be in “active business” after the 
distribution. For this purpose, a cor- 
poration is engaged in “active business” 
if, and only if: 

(A) It is engaged in the active con- 
duct of a trade or business or substan- 
tially all of its assets consist of stock 
and securities in a controlled corpora- 
tion so engaged. 

(B) Such trade or business has been 
actively conducted for a period of five 
years prior to the distribution. 

(C) Such trade or business was not 
acquired within the five year period in 


assets consisted only 


a taxable transaction. 

(D) Control of a corporation which, 
at acquisition, was conducting such 
trade or business: (1) was not acquired 
directly (or through one or more cor- 
porations) by another corporation with- 
in five years, or (2) was so acquired 
within five years, but such control was 
so acquired only by reason of transac- 
tions which were nontaxable in whole 
or in part; or only by reason of such 
transactions combined with acquisitions 
before the five-year period. 

Consider the case where an operating 
corporation has owned its own build- 
ing for more than five years. Can the 
building be placed in a subsidiary cor- 
poration and the stock distributed in a 
spin-off or split-off without the recog- 
nition of gainP The answer would de- 
pend upon whether the operation of 
the building was a trade or business 
conducted during the past five years. 
The regulations may provide a clue 
to the answer. 

The Senate Committee Report on 
Section 355(b)(2)(B) questionably 
states that if the trade or business is 
acquired in a taxable transaction dur- 
ing the five-year period, the time dur- 
ing which it was operated by the 
predecessor may be tacked on to de- 


termine whether the five-year rule has 
been met. In view of the prohibition 
against taxable acquisitions contained 
in subparagraph (C), it is believed that 
the Senate Committee Report refers to 
a nontaxable acquisition for tacking 
purposes, 


Treatment of boot 


The treatment of “boot” received in 
an exchange or distribution, otherwise 
nontaxable under Sections 354 and 355, 
is covered in Section 356. Generally, 
this section continues the rules formerly 
prevailing. If the transaction would 
otherwise qualify under Sections 354 
or 355, except for the fact that boot is 
received, the gain will be recognized 
only to the extent of the fair market 
value of the boot. If there is an ex- 
change, the recognized gain will be 
treated as gain on the exchange of 
property, unless it has the effect of a 
dividend, in which case the share- 
holder will receive dividend income to 
the extent of his ratable share of un- 
distributed earnings, and the balance 
will be treated as gain on the exchange 
of property. If there is only a distribu- 
tion, and no exchange, then the recog- 
nized gain will be treated as a corporate 
distribution of property subject to the 
general rules applicable under Section 
301, i.e., as a dividend to the extent of 
the shareholder’s ratable share of un- 
distributed profits, then as a reduction 
in basis, and any balance as a gain on 
the exchange of property unless ap- 
plicable to pre-1913 appreciation in 
which case it is tax free. 

In no event will loss be recognized. 

Securities are considered boot only 
to the extent that the principal amount 
received exceeds the principal amount 
surrendered. 

A special exception is provided with 
respect to boot received in exchange for 
Section 306 (bail out) stock. Such boot 
is treated as a corporate distribution of 
property subject to the rules of Sec- 
tion 301, as previously discussed. 

If the exchange or distribution is 
disproportionate with respect to the 
shareholders’ interests, there may be a 
gift or compensation depending upon 
the facts of the case. 


Assumption of liability 

The provisions relating to the treat- 
ment of the assumption of liability or 
the acquisition of property subject to 
liability formerly contained in Section 
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112(k) are carried forward in Section 
357 in substantially the same form. 
Assumption of such liabilities is not 
considered boot provided the purpose 
is business and not forbidden tax avoid- 
A new exception is provided 
where the total of such liabilities ex- 
the transferor’s basis for the 
property. In such case, the excess will 
be considered as gain on the exchange 
of property, if the exchange was either: 

(A) A transfer by a person to a con- 
trolled corporation as provided in Sec- 
tion 351, or 

(B) A transfer by a corporation in 
exchange for stock or securities of an- 
other corporation pursuant to a plan 
of divisive reorganization (type (D)). 
This exception does not apply to reor- 
ganizations in bankruptcy or receiver- 
ship proceedings, nor does it apply 
where the liabilities are considered boot 
because of a tax avoidance purpose or 


ance. 


ceed 


lack of a business purpose. 


Shareholder’s basis 


The method of determining the 
shareholder’s basis for property re- 
ceived in an exchange nontaxable in 
whole or in part is set forth in Section 
358 and is substantially the same as the 
rules heretofore laid down in Section 
113(a)(6) of the 1939 Code. Property 
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received without the recognition of 
gain or loss will have the same basis as 
that of the property surrendered, de- 
creased by the fair market value of any 
boot (including money) received, and 
increased by the amount of any divi- 
dend or gain recognized. For this pur- 
pose, if another party to the exchange 
assumes a liability of the shareholder, 
or acquires property from the share- 
holder subject to a liability, the amount 
of such liability is treated as money 
received by the shareholder. 

The basis of the boot received will 
be its fair market value. 

If the shareholder receives several 
properties with respect to which no 
gain or loss is recognized, then the 
basis of all such properties, as deter- 
mined above, will be allocated among 
the properties in accordance with regu- 
lations to be promulgated. In the case 
of a spin-off, or where the shareholder 
does not surrender all of his stocks or 
securities, any stocks or securities re- 
tained shall, for the purpose of alloca- 
tion of basis, be treated as though sur- 
rendered and received back. w 


Mr. Freter is a member of the Illinois 
and Chicago Bar Associations, the 
American Institute of Accountants, and 
the Illinois Society of CPAs. 


Standard Oil & Humble Refining among 
first to take advantage of Section 368 


‘TANDARD Or, ComMPpany OF Nj]. re- 
cently announced a plan to expand 

its holdings of stock in the Humble Oil 
& Refining Company, thus gaining a 
dual tax advantage under the 1954 
Code. Prior to the enactment of the 
Code, it could not have consummated 
the plan with the benefits now available. 
Standard at present owns 72.4 per 
cent of the outstanding stock of Hum- 
ble. The proposal is to offer stock of 
Standard to the minority shareholders 
of Humble in exchange for their hold- 
ings. Under the Internal Revenue Code 
of 1939, this transaction would have 
resulted in taxable income to the share- 
holders of Humble. Section 112(g) (1) 
(B) of the 1939 Code required 80 per 
cent of voting stock of the subsidiary 
to be acquired in exchange for voting 
stock of the parent. In other words, 


Standard could not, under that statute, 
have acquired 50 per cent of Humble’s 
stock by purchase and the balance in 
exchange for its own voting stock, and 
have qualified the transaction as a 
corporate reorganization. 

Under Section 368(a)(1)(B) of the 
1954 Code, however, if a corporation 
acquires, with its voting stock, stock of 
another corporation, and thereafter has 
80 per cent of stock of the other corpora- 
tion, the transaction qualifies as a cor- 
porate reorganization. The advantage 
in making the acquisition through the 
reorganization section is that the share- 
holders of Humble are able to treat the 
transaction as a tax-free exchange. 

The reason for acquiring the addi- 
tional stock of Humble is to enable 
Standard to file a consolidated return 
with Humble. At present, dividends 
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paid by Humble to Standard are tax- 
able at 7.8 per cent. [Standard ex- 
cludes 85 per cent of the dividends, 
leaving 15 per cent taxable. At the rate 
of 52 per cent, the effective tax rate 
on the entire dividend is 7.8 per cent]. 
Prior to the enactment of the new Code, 
a parent corporation had to own 95 per 
cent of the stock of its subsidiary in 
order to have the privilege of filing a 
consolidated return. Under Section 1504 
of the new law, it is necessary only 
that 80 per cent be owned. There is, of 
course, a penalty of 2 percentage points 
on the filing of consolidated returns, 
but this is greatly outweighed in this 
situation by the elimination of the tax 
on intercorporate dividends. vr 





Transfer of controlling interest in old 
Canadian corporation to new held re- 
organization. The controlling interest of 
an American corporation in the capital 
stock of an old Canadian corporation 
was transferred to a new Canadian cor- 
poration in exchange for all the capital 
stock of the new corporation. The stock 
was distributed to the shareholders of 
the American corporation who did not 
surrender any capital stock. The trans- 
fer, exchange and distribution was a 
nontaxable reorganization under Section 
112(g)(1)(D) and was not in pur- 
suance of a plan of tax avoidance within 
112(i). The ruling is not effective if the 
separate corporate existence of any of 
the corporations is terminated in any 
manner. Rev. Rul. 54-499. 


Change of corporate name and rear- 
rangement of capital structure held not 
taxable. M company had an operating 
deficit of 40x dollars and a paid-in sur- 
plus of 400x dollars. The paid-in surplus 
was created by the endorsement and 
donation by the shareholders of certain 
promissory notes held by them in the 
amount of 400x dollars. M proposes to 
write off the deficit to the paid-in sur- 
plus account and to increase its capital- 
ization to one million shares of common 
($1 par value) from 200 no par shares, 
by amending its charter. It will then 
issue some common stock pro rata to 
its shareholders in exchange for common 
held by them and then pay a stock 
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dividend of common on common from 
the remaining paid-in surplus. This 
meets the requisites of a nontaxable re- 
organization within 112(g) (1) (E). No 
gain or loss will be recognized to the 
common stock shareholders upon the 
distribution of the stock dividend. The 
accumulated earnings and profits of the 
company will not be diminished and 
will be available for dividends within 
section 115 (a). Rev. Rul. 54-482. 


Sale of stock to new corporation and 
stockholders of old corporation held not 
a reorganization. Approximately 70% of 
the stock in a closely held corporation 
operating two businesses was sold by 
the stockholders to a new corporation 
for cash, notes and stock of the new cor- 
poration (though less than a majority). 
The new corporation received about 
70% of the assets of the old corporation 
stockholders _re- 
ceived the remainder. The transaction 


on dissolution. The 


was not a reorganization under Section 
112(g). The old stockholders were in 
no way related to the new. Gain or loss 
realized by the stockholders of the old 
corporation on its liquidation is subject 
to Section 117. Rev. Rul. 54-500. 


Capital transferred to conduit corpora- 
tion held risk capital. The opinion points 
out that the stockholders (largely of 
the same family) of a New York corpo- 
ration engaged in sale entirely outside 
the U.S. of goods manufactured in 
Belgium, wished to reorganize so as to 
avoid U.S. income tax. They created a 
Panama operate the 
business but to avoid the possibility of 
a tax under 112(k) on the transfer of 
assets to a foreign corporation unless 


corporation to 


the Commissioner is satisfied tax avoid- 
ance is not a principal motive, created 
taxpayer to receive all the assets of the 
New York Corporation (value $1,318,- 
000), in exchange for its stock and 
$1,000,000 of its 4% notes. The assets 
were turned over by taxpayer to the 
Panama corporation for stock of Pan- 
ama. The deductibility of the interest 
on the notes of the taxpayer was here 
at issue. The Court holds that there is 
not substance to support the alleged in- 
debtedness of the taxpayer. The rep- 
resented risk capital was not borrow- 
ings. Gregg Company, 23 TC No. 23. 


No amortization for discount on prede- 
cessor’s bonds. Taxpayer claimed amor- 
tization of discount on bonds issued by 
a predecessor corporation secured by 
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property acquired by the taxpayer is a 
77 B proceedings. The Court disallowed 
the deduction pointing out that the 
taxpayer did not result from a merger 
or consolidation of the predecessor so 
as to be entitled to its deductions. Nor 
did it assume the old bonds issued at a 
discount. The taxpayer issued its own 
stock and bonds to the old bondholders. 
Ambassador Hotel Company of Los 
Angeles, 23 TC No. 22. 


Acquisition held solely for stock despite 
payment of back taxes and interest. 
Taxpayer acquired all the assets of 
another corporation for its stock but 
also. paid back taxes and interest of 
transferring corporation, and a stock- 
holder of taxpayer lent the other cor- 
poration $20,000. The taxpayer claimed 
the acquisition (in 1936) was not 
“solely for stock,” there was no tax-free 
reorganization, and its basis was cost 
not transferor’s basis. The Court dis- 
regarded the loan as not given in ex- 
change for assets. The Court reviewed 
the cases interpreting the provision in 
the Code that acquisition is solely for 
stock even though liabilities are as- 
sumed and concluded this exception ap- 
plied to liabilities determined and fixed 
prior to the reorganization. Since the 
taxes and interest here arose prior to the 
a tax-free ex- 
change. Further, the land was held for 
sale and the gain is ordinary income. 
This despite the fact that it was rented 
pending sale. Stockton Harbor Industrial 
Co. v. Comm., CA-9, 11/1/54. 


reorganization, this is 


Final attempt of subsidiary to share in 
tax savings of parent. Subsidiary at- 
tempts to apply trust fund theory to 
tax savings realized by parent in filing 
consolidated return and claiming tax 
loss on investment in subsidiary. The 
Courts had previously held the tax 
saving belonged to the parent despite 
the fact that subsidary could have re- 
fused to sign return. This Court refuses 
to re-examine the question. Western 
Pacific Railroad Corp. v. Western Pacific 
Railroad Co., CA-9, 11/1/54. 


Taxpayer permitted to treat corporation 
as mere conduit; receipts therefrom not 
dividends for EPT. Taxpayer and two 
other contractors were joint venturers 
on a big construction job and were re- 
quired to appoint one person as agent. 
For this purpose they formed a new 
corporation which paid income tax and 
distributed the profit as dividends. The 


District Court held the taxpayer was 
bound by this treatment and must ex- 
clude these dividends in computing 
base period net income for EPT as re- 
quired by the statute. The Circuit Court 
holds that it need not follow the finding 
below that the agent was a separate 
entity—it reviewed the purpose of EPT 
and holds that the “dividends” are prop- 
erly includible in taxpayer’s base pe- 
riod net income. Edward Peterson Com- 
pany v. Malley, CA-8, 10/15/54. 


Appreciated property is dividend when 
earnings exceed cost. A distribution of 
property (market value $8.9 million 
cost $3.2) was a taxable dividend to the 
stockholders in full because the earn- 
ings and profits of the company ex- 
ceeded $3.2. Godley Estate v. Comm., 
10/25/54. Hirshon Trust v. Comm., 
cert. den., 10/25/54. [See article on 
p. 7, and discussion above, p. 39 Ed.] 


Zenz case will be followed by Com- 
missioner. Where similar facts and cir- 
cumstances are present the Commis- 
sioner will follow the Zenz case. In the 
Zenz case the sole stockholder in a cor- 
poration in order to dispose of her in- 
terest sold part of her stock to a com- 
petitor and the remainder to the cor- 
poration for an amount equal to the 
corporation’s earned surplus. The cor- 
poration had accumulated large profits. 
The Court held the redemption was not 
a partial distribution of a taxable divi- 
dend. However, every case in which a 
stockholders sells part of his stock to 
new or existing stockholders and trans- 
fers the remainder to the corporation 
for redemption will be closely scru- 
tinized to determine whether the selling 
stockholder ceases to be interested in 
the affairs of the corporation immedi- 
ately after redemption. Rev. Rul. 
54-458. 


Payments by corporation to third party 
held dividends to majority stockholder. 
Taxpayer was the general manager and 
minority stockholder of a Ford auto 
agency. In 1954 Ford notified the stock- 
holders that the active manager must 
own 51% of the stock. To meet the re- 
quirement one of the other stockholders 
sold 12 shares to taxpayer for $500 a 
share and another stockholder sold tax- 
payer his entire interest of 80 shares at 
$225 a share plus 20% of the profits of 
the corporation and $2,000 a year at- 
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torney fees for the next five years. The 
Tax Court, sustaining the Commissioner, 
held the payment of 20% of the profits 
by the corporation were for the benefit 
of taxpayer and a dividend to him since 
the stockholder would not have sold the 
stock for the $225 a share. The pay- 
ments helped taxpayer get control of 
the corporation and keep his position as 
general manager, and the fact benefit 
accrued to the corporation did not 
matter. Earle F. Tucker, 23 TC No. 17. 


Money received for oil and gas rendered 
immovable constitute long-term gain; 
involuntary conversion. Taxpayers, part- 
ners in an oil and gas drilling business, 
sued a recycling plant owner and opera- 
tor for damages to oil in place under- 
neath two oil leases of which they were 
The judgment received 
was settled by agreement. Taxpayers 
claimed the proceeds from the settle- 
ment constituted gain from involuntary 
conversion of property used in a trade 
or business and a Section 117(j) long- 
term capital gain. The Court sustained 
them stating the judgment was for oil 
in place since the jury had found the oil 
had been rendered unextractible al- 
though it was still in the ground. The 
Commissioner contended it was destruc- 
tion of part of the taxpayer’s property. 
Walter A. Henshaw, 23 TC No. 24. 


part owners. 


Corporate assets held sold by stock- 
holders, thus no tax on corporation. 
Taxpayer transferred all its assets to 
an agent of its stockholders for redemp- 
tion of its capital stock. The stock was 
then transferred for cash and notes to 
a development company most of whose 
stock was owned by the transferring 
The cash and notes were 
distributed pro rata to taxpayer’s stock- 
holders and the corporation dissolved. 
The corporation was not taxable on the 
gain as the agent was acting for the 
stockholders and not the taxpayer cor- 
poration. Noting that the parties spe- 
cifically intended to avoid the corporate 
taxability imposed in Court Holding 
case (324 US 331) the court reviewed 
the steps taken and concluded that the 
sale of the assets of Cosby Realty was 
made by an agent for the stockholders. 
Hence the corporation made no sale and 
realized no gain Cosby Realty Co., TCM 
1954-187 (Under the 1954 Code, if 
assets are distributed within 12 months 
of adoption of a plan of liquidation 
there is no gain or loss to the corpora- 
tion. Ed.) 


corporation. 
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Interest of tax practitioners 


in fraud cases on increase 


s your Eprror meets with groups 

of tax men, both lawyers and ac- 
countants, during this past half-year, 
we find increasing interest in the prac- 
tical problems associated with the han- 
dling of a tax case where fraud is an 
actual or potential issue. 


Paying up won't head off trial 

For example, when we recently ad- 

dressed the Fifth Annual Federal Tax 
Institute of the Missouri Bar at St. 
Louis, two questions were asked from 
the audience which we hear often. 
Therefore, a few capsule comments on 
them may prove useful. 
What effect does the paying up of 
taxes and penalties by filing an 
amended return, or otherwise, have on 
the Special Agent’s recommendation as 
to whether criminal charges should be 
brought? 

The undying impression seems to 
remain that the Special Agent will be 
favorably influenced as to what he puts 
in his report vis a vis recommendation 
for criminal charges, if the taxpayer 
offers to pay up indicated deficiencies 
and penalties (presumably fraud pen- 
alties). 

We would have to admit that con- 
clusions based on the assumption that 
every Special Agent operating in every 
part of the country would react in iden- 
tical fashion to such an offer may be 
misleading. It is entirely possible that 
in some local areas where the relation- 
ship between the Special Agent and 
the taxpayer, or his adviser, is on a 
very friendly basis, and the Special 
Agent is not subject to immediate su- 
pervisory control, he may be very much 
influenced by such a gesture on the 
part of the taxpayer. However, gen- 
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erally speaking, in the larger cities 
where Special Agents operate under 
direct and rigid supervision of Group 
Chiefs, who in turn are under the su- 
pervision of a Chief at the level of the 
District Director, the offer to pay up 
deficiencies and penalties, at this junc- 
ture, would not seem to be of crucial 
importance. 

If fraud penalties are added to the 
deficiencies, and the taxpayer files an 
amended return, paying up both, the 
taxpayer has made a dangerous ad- 
mission which later may be used against 
him, in civil as well as criminal liti- 
gation. If the Special Agent feels that 
he has a clear case of criminal evasion, 
he will so recommend, regardless of 
the taxpayer’s belated payment of de- 
ficiencies and penalties. If he believes 
that he has no crimin»1 case, then there 
is no use for the taxpayer rushing in 
and paying what is probably an exces- 
sive amount of taxes and penalties. 
Where the situation is a close one, it is 
possible that the payment of deficien- 
cies and penalties, without controversy, 
may persuade the Group Chief (more 
likely than the Special Agent) to go 
along with a civil disposition of the 
case, which would probably be the 
recommendation of the Revenue Agent 
who is working on the case with the 
Special Agent. 

How to decide—for the taxpayer— 
that the case is in fact a close one ob- 
viously is a difficult chore. And even 
then, if it should be decided to pay defi- 
ciencies and penalties, it is far safer to 
forego the amended return route and 
rather to pay the money into the sus- 
pense account maintained by the Dis- 
trict Director, without segregating defi- 
ciencies from penalties, so as to avoid 
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the risk of having admitted a fraud on 
the revenue. 


What must you give Grand Jury? 

The views and experience of our 

readers on this vital practical problem 
are invited. 
What powers do the Special Agents 
have to compel the taxpayer's account- 
ant to turn over to him or to produce to 
the Grand Jury his working papers, cor- 
respondence file, tentative amended re- 
turns, tentative net worth schedules, 
etc.; and how may the taxpayer's ad- 
visor protect himself against such forced 
surrender; and relatedly, what is the 
status of the taxpayers’ advisor, who is 
both an attorney and an accountant? 

Here is a quick and informal sum- 
mary of the situation on this question. 

1. It is unwise for the accountant to 
turn over anything to the Special Agent 
without first demanding from him legal 
process, adequate in form and binding 
in effect. To comply with the Special 
Agent’s informal demand, absent a sum- 
mons or a Grand Jury subpoena, puts 
the accountant in a bad position with 
his client, the taxpayer, who is the sub- 
ject of the investigation. 

2. There is no question but that the 
Special Agent may compel the account- 
ant to turn over his own working pa- 
pers, correspondence with the taxpayer, 
tentative amended returns, net worth 
schedules, etc. There is no privilege 
status as to communication between a 
taxpayer and his accountant, or as to 
the accountant’s own working papers 
relating to the client’s tax status. (This 
is true even if state law affords such a 
privilege. ) 

3. Whether such privilege will be 
recognized where the taxpayer’s repre- 
sentative is both an accountant and a 
lawyer will depend upon the nature of 
the work being undertaken on behalf of 
the taxpayer by the accountant-lawyer. 
If the assignment is purely in the ac- 
counting field, there clearly would be 
no privilege. The contrary is true if the 
assignment is primarily that of a lawyer, 
and not as accountant. The increasing 
number of hybrid accountant-lawyers 
qualified to practice in both professions 
accentuates the problem of defining 
their privilege status, under varying cir- 
cumstances. 

4, We recommend that if the tax- 
payer wants accounting services and 
privileged communications also that he 
try employing an attorney who could in 
turn employ the accountant with the 
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specific written understanding that all 
work done by the accountant shall be 
for the account of and on behalf of the 
lawyer, and not of the taxpayer. Al- 
though not free from doubt, it is likely 
that the Internal Revenue Service will 
under the circumstances, if the arrange- 
ment is bona fide, respect the tradi- 
tional privileged communication status 
between client and lawyer as extending 
to the accountant in his capacity as a 
lawyer's “employee.” But there is judi- 
cial dicta to the contrary; and should 
the Service decide to attack this ar- 
rangement, one cannot say with cer- 
tainty that the privilege status respect- 
ing the accountant’s working papers, 
under the circumstances posed will 
hold up. ¥ 


Net worth method 
used though books exist 


TAX MEN GENERALLY seem to have as- 
sumed that the Commissioner may re- 
sort to the indirect method of proving 
unreported income by a showing of 
increase in net worth only where the 
taxpayers books are shown to be so 


incorrect or inadequate that they fail 
to reflect true income. What is the situ- 
ation where superficially or on the sur- 
face the taxpayer has a complete set 
of books? May the Commissioner resort 
to proof of increase in net worth to 
show that the books are inadequate, or 
must he prove their inadequacy by 
means other than the net worth method 
itself? 

The present trend in the Tax Court 
would seem to allow the Commissioner 
to use the net worth method to show 
the inadequacy of the books, even 
though they would appear to be correct 
and adequate, and presumably even 
though the taxpayer or his accountant 
would so testify. On this basis, formal 
statements to the effect that the Com- 
missioner may only resort to the net 
worth increase method where the tax- 
payer's books are inadequate and fail 
to reflect his true income, would seem 
to mean next to nothing. This current 
doctrine of the Tax Court seems to 
have been implemented by: Morris 
Lipsitz, 21 TC 917, and followed in 
Estate of W. D. Bartlett, 22 TC 151, 
and H. A. Hurley, 22 TC 157. ¥% 





New fraud & negligence decisions 


U. S. Supreme Court upholds net worth 
method. The Supreme Court on De- 
cember 6 handed down decisions in 
the Friedburg, Calderson, Holland, and 
Smith cases, all substantially uphold- 
ing the right of the government to use 
the net worth method in reconstruct- 
ing the income of the taxpayer. Be- 
cause these handed 
down just as we go to press, we will 
bring you extended comment on these 
decisions next month. 


decisions were 


Bank-deposits-cash-receipts method up- 
held where there were no books or in- 
accurate books. Taxpayer, a grocery 
store operator, held cash out for per- 
sonal and business cash expenditures 
before banking most of the receipts of 
the business; kept no account books for 
some years and inaccurate ones for 
others; and had his returns filled out by 
an accountant from oral information and 
the inaccurate account book. The 
Commissioner determined taxpayer's 
income by using the bank-deposits- 


cash-receipts method and included an 
additional amount in taxpayer’s return 
for food taken from the store for family 


use. The Court upheld Commissioner’s 
determination by the bank-deposits- 
method but decreased 
Commissioner's determination of income 
by 35%. De Martino, TCM 1954-188. 


cash-receipts 


Net worth method used when taxpayer 
refused to give information. Taxpayer 
filed no returns or estimates for 1942- 
51. Penalties for failure to file and 
fraud (total tax $8,000, penalty $8,000, 
interest $3,000). Taxpayer was engaged 
in illegal liquor activities, farming. He 
never filed returns. From the increase 
in his net worth, the Court approves 
the computation of his income. Liens 
are found to attach against property of 
taxpayer and some in the name of his 


family. Ridley, DC Ga., 11/4/54. 


Income reconstructed from estimated 


expenses. Taxpayer reported income 
from various jobs but not from his 
poolroom. The Commissioner estimated 
his total expenditures from weekly esti- 
mates made by the taxpayer. Since the 
taxpayer had no other resources, the 
Court agrees that the difference should 


be taxed as income from the business. 
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Eddie v. Morgan, TCM 1954-189. 


Books adequate; net worth method im- 
proper. Single entry books reflected all 
sales and expenses of meat market and 
of real estate ventures. Inventory and 
capital accounts were not included. 
The Court held the petitioner had met 
the burden of proving the Commis- 
computation on _ net 
method incorrect by showing his vec- 
ords contained only minor errors. 
Henry P. Dudzin, TCM 1954-179. 


sioner’s worth 


Wilful evasion upheld where attorney 
was untruthful about books, income and 
ability to pay. Taxpayer, an attorney, 
denied he had any accounts receivable 
ledgers. Later an employee of his office 
handed the revenue agent two such 
asked for a_ trust 
ledger. Taxpayer had also grossly un- 
derstated his income and falsely said 
he was financially unable to pay his 


ledgers when he 


taxes when due. The Circuit Court up- 
held the lower Court’s conviction of tax- 
payer for wilful attempt to evade or 
defeat tax. Robert E. Glascott, CA-7, 
11/4/54. 


Embezzled money is taxable income. 
(Cert. den.) One taxpayer was author- 
ized to sell vacant land for his employer. 
He arranged with the other taxpayer to 
receive payments from purchasers. The 
funds so embezzled were duly repaid to 
the employer. They had control of the 
funds and therefore the funds were tax- 
able income. Wilcox (327 U.S. 404) 
distinguished, Rutkin (343 U.S. 130) 

Briggs v. U 


followed. .S., cert. den., 


10/25/54. 


Funds obtained by criminal means and 
used for personal economic gain are 
taxable as income. (Cert. den.) Tax- 
payer converted by-products from a 
process performed for a customer, sold 
them and retained the proceeds. He 
failed to report these proceeds as in- 
come. The funds constituted economic 
gain, value and enjoyment to the tax- 
payer and were taxable income. Con- 
below of wilful evasion  sus- 
tained. Wilcox (327 U.S. 404) 
distinguished, Rutkin (343 U.S. 130) 
followed. Marienfeld v. U.S., 214 F. 
(2d) 632 cert. den., 10/25/54. 


viction 


Conviction for failure to file partnership 
balance sheets upheld. Partners were 
convicted in jury trials for wilfully fail- 
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ing to file the partnership balance sheets 
required. Despite numerous requests, 
the information was not filed until after 
indictment. The Circuit Court holds 
that the trial court properly admitted 
evidence of similar refusal in prior years 
as hearing on the intent. Pappas v. US., 
CA-10, 10/26/54. 


Government must disclose theory of 
prosecution and items and amounts of 
alleged income. In four counts for tax 
evasion only income the taxpayer re- 
ported and tax he paid were shown; the 
amounts the government claimed should 
have been reported were not stated. 
On motion for a bill of particulars the 
District Court directed the Government 
to furnish it stating whether the intent 
of the prosecutor was to rely on net 
worth or on specific unreported income 
and, if so, to furnish the items and 
amounts claimed to be taxpayer’s true 
income. King, U.S. DC NY 7/27/54. 


Jury denies refund of fraud penalties. 
Taxpayer conceded understatement of 
income but asserted he had not acted 
fraudulently, alleging his failure to at- 
tempt concealment. In suit for refund 
of fraud penalties, jury found for the 
Commissioner. Hargis v. Godwin, D.C. 
Ark., 10/6/54. 


Taxpayer is entitled to know whether 
Government will use net worth method. 
Taxpayer, indicted for wilful evasion of 
income tax in 1946 to 1949, is entitled 
to know whether the Government will 
proceed on the net worth theory, what 
specific items of income (1/3 claimed) 
he failed to report with dates and 
amounts. Accordingly the Government 
is ordered to furnish such a bill of par- 
ticulars. U.S. v. Profaci, DC NY, 
9/20/54. 


Fraud penalty on deficiency before loss 
carryback was correct despite previous 
different computation, waiver, and pay- 
ment. The Commissioner originally as- 
sessed a fraud penalty of 50% of a net 
deficiency after a loss carryback. The 
taxpayer signed a Form 874 waiver, 
and the deficiency was applied against 
another refund. After the Seeley Tube 
& Box Case (338 U.S. 561), the Com- 
missioner recomputed the fraud penalty 
on the deficiency prior to the loss carry- 
back. The Tax Court sustained the as- 
sessment, and the First Circuit upholds 
it. The waiver was not a final closing. 
Auerbach Shoe Company v. Comm., 
CA-1, 11/12/54. 
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ACCOUNTANT’S BOOKSHELF 


NOW YOU CAN OBTAIN recommended 
up-to-date authoritative books covering the 
highly specialized phases of accounting, 
auditing, federal taxes and allied subjects 
—AT SUBSTANTIAL SAVINGS. 


More and more accountants are realizing 
that to solve their increasingly complex prob- 
lems... expand their practice and clientele... 
under a_ fast-moving, ever-widening 
economy, and new professional respon- 
sibilities and risks, they must look to the 
specialists for guidance and assislance. Their 
own experience is too limited. 


ASBA Book Recommendations 


To help accountants obtain the right tools, 
the American School of Business Adminis- 
tration has rendered a book recommendations 
service during the past ten years. Thou- 
sands of accountants and accounting firms 
have been able to profil by the best knowledge 
and experience in the fields of accountancy, 
federal taxes, business, industry and finance 
in solving their problems. 


Accountants’ Book Club 
However, to meet the rapidly growing de- 
mand for highly specialized books—and to 
conduct this vital service more effectively and 
advantageously to the accounting and taz 


professions—ASBA has organized a new 
division: ACCOUNTANTS’ BOOK CLUB. 


100 Outstanding Books 


Neither ASBA nor the Club publishes 
books. The Club is continually seeking 
new accounting, tax and business books 
with the view to selecting and recommending 
worthwhile publications. The Club’s recom- 
mendations are listed on The Accountant’s 
Bookshelf, which is issued from time to time 
to members. Each edition of the Bookshelf 
lists a minimum of 100 outstanding books. 


Membership in Club 


Membership in the Club is open to pro- 
fessional and industrial accountants, audi- 
tors, accounting executives, tax practition- 
ers, and accounting firms. There is no 
membership fee. 











Mail Coupon for Details 


Mail coupon for details of benefits and 
privileges of membership in this unique 
professional book Club. You will also 
receive the current Bookshelf. 


peecounutants’ Sook Club 


A DIVISION OF THE AMERICAN SCHOOL OF BUSINESS ADMINISTRATION 
126 Liberty Street New York 6, N. Y. 


Accountants’ Book Club Dept. T 1254 


Box 125, Church St. Annex 
New York 8, N. Y. 
Please send me details of membership in 


the Accountants’ Book Club, and current 
Bookshelf. 


Name 


Address ... 








Time for taking loss deductions 


] HENEVER A LOss occurs the ac- 
countant is confronted with the 
basic problem of the time for taking 
the deduction. A comment in the 
Harvard Law Review, June 1954, dis- 
cussed this question in connection with 
the Callan case and: its repercussions. 
The Court, in the Callan case, held 
that the year in which the deduction is 
to be taken is a question of fact de- 
pendent reasonableness of 
the taxpayer’s expectation of recovery 
for the loss. This conclusion was based 
upon the language of two Supreme 
Court cases which held that the stand- 
ard for determining when a loss oc- 
curred is a “flexible” and “practical” 
one dependent upon all the circum- 


upon the 


stances. Boehm v. Commissioner, 326 
U.S. 287 (1945); Alison v. United 
States, 344 U.S. 167 (1952). Since 


the Boehm case dealt with the time 
stock became worthless, it would ap- 
pear inapplicable; and although the 
Alison opinion discussed the possibility 
of future reimbursement, the issue there 
was whether a deduction for an em- 
bezzlement loss could be taken in the 
year of discovery rather than at the 
time of embezzlement. But since 23(e) 
does not draw any distinction between 
indemnity and tort claims, the present 
interpretation seems reasonable. 
Section 23(e) provides that deduc- 
tions may be taken for “losses sustained 
during the taxable year and not com- 
pensated for by insurance or otherwise.” 
Although the time of loss may ordinarily 
be readily ascertained in cases involv- 
ing physical damage, there may be a 
problem of determining whether any 
deduction should be deferred to a fu- 
ture year because there is some expec- 
tation that the loss will be “compensated 
for by insurance or otherwise.” Where 
a loss appears to be insured but liability 


is disputed, a deduction apparently will 
not be allowed until a final settlement 
has occurred. See Commissioner v. 
Harwick, 184 F. (2d) 835 (5th Cir. 
1950). Similarly, if the taxpayer has 
sustained a loss for which he has a 
right of indemnification either under 
general law or by contract, a deduction 
has been denied where the indemnity 
claim has not been finally determined. 
Charles D. Whitney, 13 TC 897 (1949). 
But where, as here, the taxpayer has 
a tort claim for the loss sustained, it 
has been held that the deduction must 
be taken in the year in which the 
physical damage occurred. Commis- 
sioner v. Highway Trailer Co., 72 F. 
(2d) 913 (7th Cir. 1934). 

In the Callan case the Commissioner 
relied upon the Highway Trailer case, 
and contended that possible recovery 
on a tort claim should not come within 
the “otherwise” provision of Sec. 23(e), 
which should be construed to include 
only agreements indemnifying the tax- 
payer. 

Under the Commissioner’s view, 
which would necessitate taking the loss 
in the year the physical damage oc- 
curred, any subsequent recovery would 
be taxed as ordinary income. Burnet 


v. Sanford & Brooks Co. 282 U.S. 359 
(1931). To the extent that the “tax 
benefit” rule is inapplicable, the impo- 
sition of graduated rates on income 
augmented by the recovery might re- 
sult in increased tax liability in that 
year which is greater than the tax saved 
by the deduction in the year of loss. 
However, under the test developed in 
the Callan case, the taxpayer must 
evaluate his claim for compensation in 
accordance with an uncertain standard 
and thereby incur the risk that his 
deferral will be found unreasonable 
after the statute of limitations has run 
on suits for refund. Moreover, the 
rule may enable the taxpayer to aban- 
don prematurely or settle his claim in 
order to receive a deduction for the loss 
in a year when the tax benefit from the 
deduction is considered greater than 
the gain to be derived from pursuing 
a speculative claim. Even if the pres- 
ent court’s interpretation is followed, 
where, as here, portions of the claim 
become worthless in different years, no 
deduction should be taken until the 
entire claim is finally determined, for 
it would seem incorrect to allow the 
taxpayer to spread his loss over a num- 
ber of years in the absence of specific 
statutory authorization. % 


Straight-line depreciation 
is favored, survey shows 


SINCE THE NEW CODE put the 200% de- 
clining-balance and sum-of-the-digits 
depreciation methods in fashion, the 
big question has been which of these 
methods will be most popular and how 
fast will the new methods replace the 
old war horse, straight-line. 

An indication of the answer is found 
in a recent survey made by Mill & Fac- 
tory magazine. They querried 150 in- 
dustrial corporations of all sizes and 





damaged by a flood. 
District for the damage. 


(S.D. Cal., 1953). 





THE Facts IN THE CALLAN CASE 


In 1938 TAXPAYER'S REALTY, having an adjusted basis of $166,535, was 
The same year he sued the county Flood Control 
In 1946 he obtained an $80,000 judgment, but 
the Flood Control District moved for a new trial which was granted. In 
1948 the claim was settled for $8,408. Taxpayer sued for refund of 1946 
taxes alleging that abandonment of any claim in excess of $80,000 resulted 
in an $82,535 deductible loss under 23(e). The Collector moved to dismiss 
for failure to state a claim upon which relief could be granted and the 
motion was denied, thus in effect holding that if the facts were as alleged 
there could be a deduction in 1946. Callan v. Westover, 116 F. Supp. 191 
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types, and came to these conclusions: 

1. Forty-two per cent of the com- 
panies replying plan to invest in new 
equipment in the near future. This de- 
cision is based on liberalized deprecia- 
tion policy in the new tax law. 

2. Planned capital investments in- 
clude new machine tools (64%), new 
plant equipment (76%), and expanded 
plant buildings (38%). 

3. Types of depreciation schedule to 
be used by respondents are straight line 
(38%), sum of the year’s digits (20%), 
combination straight line and declining 
balance (19%), and declining balance 
(17%). 


Many complaints still heard 


Industry is still complaining about 
the manner in which depreciation al- 
lowances for tax purposes are handled. 
Mill & Factory produced these inter- 
esting suggestions for changes in de- 
preciation methods from the companies 
they studied. 


“Readjust and review the policies de- 
estimated life of machine 
tools. Allow for write-off due to obsoles- 
cence whenever new and better ma- 
put on the market—even 
though your machines are not com- 
off.”"—Eastern Textile 


termining 


chines are 


pletely written 
Plant 


“Many of the present depreciation rates 
enforced by the Bureau of Internal 
unrealistic in practice. 
Further, the Bureau does not generally 
seem to give enough thought to the 
obsolescence factor in depreciation.”— 
Midwestern Steel Firm 


Revenue are 


“We feel the new Code is not liberal 
enough to really change the thinking of 
most management personnel; we still 
are stuck with Bulletin F. We question 
the veracity of some Treasury Dept. 
personnel with their magic multi-million 
dollar loss of revenue figures.”—Mid- 
western Company 


“Could be more liberal on equipment. 
It should permit at least !/, deprecia- 
tion the first year, as the resale value 
is usually less than that after the first 
year.’ —Western Machine Company 


“In general, favor permitting each con- 
cern or individual to depreciate as he 
wishes; i.e., if he writes off machine all 
in first year, then he has no deprecia- 
tion remaining on that machine and 


must show profit thereafter.”—Eastern 
Firm ' x 


New Research Bulletin on 
depreciation accounting 


RULES FOR HANDLING deferred income 
taxes in the accounts of a taxpayer have 
been suggested by the committee on 
accounting procedure of the American 
Institute of Accounts. Accounting Re- 
search Bulletin: No. 44, just issued, says 
in part: 

“There may be situations in which 
the declining-balance method is adopted 
for tax purposes but other appropriate 
methods are followed for financial ac- 
counting purposes. In such cases it may 
be that accounting recognition should 
be given to deferred income taxes. 
However, the committee is of the opin- 
ion that, in the ordinary situation, de- 
ferred income taxes need not be recog- 
nized in the accounts unless it is rea- 
sonably certain that the reduction in 
taxes during the earlier years of the 
use of the declining-balance method 
for tax purposes is merely a deferment 
of income taxes until a relatively few 
years later, and then only if the amounts 
are clearly material.” 

Pronouncements of the committee, 
while not considered to be mandatory, 
are the considered conclusions of repre- 
sentative accountants, and in general 
these accounting research bulletins tend 
to become the accepted standard for 
handling the subjects covered by these 
bulletins. * 


New Montgomery’s Federal 
Taxes published by Ronald 


MontcoMeEry’s Boys! have polished off 
a job that would make the Colonel? 
proud of them. The new edition, in- 
corporating requirements and oppor- 
tunities contained in the 1954 Code, 
is now off the press. 

This 35th edition of this classic tax 
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book is distinguished for the clarity of 
writing and the ease with which the 
authors’ meaning can be picked up by 
the reader. The more expert the reader, 
the more impressed will he be with 
the book, for what may appear to the 
novice to be excessively simple and un- 
documented language is in fact a very 
carefully worked out statement in plain 
English of what the law, Regulations, 
and decisions hold to be the tax con- 
sequences of that situation. In view of 
this kind of a given treatment, the ex- 
perts will soon find that they need to 
dig deeper when they have that par- 
ticular problem, but for the business 
man or general practitioner, this book 
is particularly good—clear, specific, and 
understandable. 

The book has four main sections. The 
largest deals with income determina- 
tion; others are: business organizations 
(corporations and partnerships), tax 
determination and payment, and tables 
and indexes. 

The book uses what might be called 
the “transactional” approach, treating 
all tax considerations of a given ques- 
tion in one place. This simplifies the 
getting of the complete tax picture, 
especially when the original point of 
reference is a question arising in a busi- 
ness context. 

The indexing and headings are well 
done, making finding of desired mate- 
rial fairly easy. 


MontcoMERYS FEDERAL TAxEs, by 
Philip Bardes, CPA, James J. Mahon, 
Jr., CPA, John McCullough, CPA, and 
Mark E. Richardson, CPA. The Ronald 
Press Company, New York, 1954. 1000 
pages. $15. 


1Mark Richardson, John McCullough, James J. 
Mahon, Jr., and Philip Bardes, all partners of the 
accounting firm of Lybrand, Ross Bros. & Mont- 
gomery, assisted by 18 members of the firm’s staff. 
2 Colonel Robert H. Montgomery (his World War 
I army commission stuck to him for the rest of 
his life) died in May of 1953. He had been for 
50 years a leader in the world of accounting, 
taxation, and law. The number of his books is 
prodigious, many of them, including recent edi- 
tions of Federal Taxes being joint efforts with his 
colleagues in the firm. 





Nursery operator entitled to use cash 
basis and need not use inventories. 
(Acquiescence.) The Court held a 
nursery operator was a “farmer” en- 
titled to use the cash basis and he did 
not have to use inventories. However, it 
upheld the Commissioner’s determina- 


tion that the cost of each plant was 50% 
of the selling price and allowed deduc- 
tion of cost of only plants sold in the 
year. W. Cleve Stokes, 22 TC 415. Acq. 
IRB 1954-44, 6. 


Restaurant’s cash records accepted; 
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notes received on sale valued. The Com- 
missioner erred in computing the in- 
come of a restaurant business by assum- 
ing it operated on a gross profit of 50%. 
A CPA regularly reviewed the cash reg- 
ister receipts and cash purchases and 
entered them in the books from which 
the returns were prepared. These figures 
must be accepted despite the fact that 
the underlying daily records were left 
with the purchaser of the restaurant and 
were not available to the Agent. The 
Commissioner was also in error in find- 
ing that the notes for which the busi- 
ness was sold had a fair market value 
equal to their face. The Court values 
them at 50%. Fresbel Restaurant Corp., 
TCM 1954-173. 


Transaction is present sale with de- 
ferred payment where purchaser of- 
fered cash but later gave notes. In July 
1948 taxpayer made a sale to a pur- 
chaser who was to pay cash on receipt 
of invoice. In November taxpayer 
agreed to take the payment in five equal 
installments although he did not reg- 
ularly sell on the installment basis in 
1948. The customer gave taxpayer five 
notes one of which was paid in 1948 
and four in 1949. The Court held the 
sale was a present sale with deferred 
payment and not an installment sale. 
The five notes given in 1948 and treated 
on taxpayers books as having full face 
value constituted payment in 1948 and 
not income in 1949 as contended by 
Commissioner. Greenspon (see below). 
Sale by partnership of inventory of pred- 
ecessor corporation ordinary income. 
Taxpayers, stockholders of a corporation 
whose inventory consisted of industrial 





Notice to subscribers 


With this issue we begin Volume 
2. To make the Volume coincide with 
the calendar year, we are designating 
this issue, Volume 2, Number 1, 
January 1955. There will be no issue 
marked December 1954. Subscribers 
will, of course, have their expiration 
dates moved up a month to give each 
his full number of copies covered by 
his subscription. 

This move is made necessary to 
enable us to conform to the prevail- 
ing custom of most journals to have 
calendar year and Volume number 
coincide. 
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pipe, liquidated the corporation and 
formed a partnership to dispose of the 
pipe. The profit from the sales of the 
pipe (127 sales in 1947 and 11 in 1948) 
was held to be ordinary income from 
the sale to customers in the ordinary 
course of business since the method 
used to sell the pipe was the same as 
that used by the corporation and was 
made to the same customers. This was 
not a sale in one lot or by auction as 
ordinarily is done on liquidation. Louis 
Greenspon, 23 TC No. 19. 


Interest on bonds of Bi-State Agency 
are exempt. The interest on bonds is- 
sued by the Bi-State Development 
Agency of the Missouri-Illinois Metro- 
politan District are exempt from Federal 
income tax because the agency is per- 
forming governmental function. Rev. 
Rul. 54-496. 


Cost of 10-year City bus franchise may 
be amortized. Taxpayer paid its parent 
some $120,000 for its franchise rights 
and then itself obtained a 10-year 
franchise. The Court held the Commis- 
sioner was wrong in saying the tax- 
payer must prove there was no reason- 
able chance of the City renewing the 
license. Nor is there any element of good 
will in the cost since the “good will” 
of a monopoly is limited to the life of 
its franchise. Pasadena City Lines, 23 
TC No. 7. 


Machinery deductible in year of pur- 
chase where lease provided lessee was 
to replace worn equipment. Taxpayer 
leased a newspaper plant and equip- 
ment for 99 years, under a lease obli- 
gating it to maintain the property and 
replace worn equipment. The Court 
allowed deductions for amounts paid 
during the taxable year to purchase 
equipment taxpayer was obligated to 
replace even though the new equipment 
had a useful life of more than one year. 
However, new equipment which was 
not a replacement under the lease and 
not deductible in the taxable year must 
be depreciated in the normal way. 
Journal-Tribune Publishing Company, 
CA-8, 19/26/54. 


Non-business bad debt for loans by 
majority stockholder. Taxpayer was 
majority stockholder of a corporation 
organized in 1939. From 1939 to 1949 
(when it went into bankruptcy) he lent 
it about $9,000 for operating expenses. 
The Court finds that the taxpayer was 


not engaged in the business of financing 
corporations. The loss is non-business. 
Estate of Walter T. Dimick, DC Okla., 
10/13/54. 


Company formed to deal in tax sale 
certificates has capital gain on land 
taken over. In brief findings of fact, the 
Court holds that a company, formed to 
buy and invest in tax sale certificates, 
realized capital gain when it sold land 
it was forced by drought and depression 
to take over and rent. It made no at- 
tempt to sell such land. Otis Invest- 
ment Co. (McKenzie) v. Nicholas, DC 
Colo., 9/9/54. 


Tax Court finding that rental housing 
was held for sale binds Appeals Court. 
The Tax Court found that taxpayer 
realized ordinary income upon sale of 
houses erected for rent and orginally 
not salable under wartime restrictions. 
The Circuit Court holds that the Tax 
Court’s findings on taxpayer’s intent is 
a determination of fact binding on it. 
Dougherty v. Comm., CA-6, 10/21/54. 


No loss allowable on sale of non-in- 
ventory assets to a corporation con- 
trolled by Stockholders of the selling 
corporation. A corporation owned by 
the controlling stockholders of the tax- 
payer purchased taxpayer’s non-inven- 
tory assets for about a half million less 
than their depreciated book value. The 
new corporation had power to carry on 
the same business—whiskey distilling. 
The Court held no loss was allowable on 
the sale as it was pursuant to a plan of 
reorganization under 112(g)(1)(D). 
Pebble Springs Co., 23 TC No. 29. 


Change to installment method per- 
mitted where competition forced the 
change and previous year’s income re- 
sulted from one-fourth installment sales. 
Taxpayer was permitted to report 1948 
income on the installment basis al- 
though it had not reported 1948 income 
on that basis. Competition had forced 
it to change to the installment method. 
In 1948 it had made four installment 
sales of approximately $175,000 or one- 
fourth its gross sales for the year. Louis 
Greenspon, 23 TC No. 19. 


Cancellation of notes for advances to 
corporation held part of refinancing 
plan and not deductible as bad debt. 
A bank forebore foreclosure against as- 
sets of a corporation solely owned by 
taxpayer and made a new loan to him. 
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In consideration taxpayer cancelled 
$47,000 in notes he had received from 
the corporation for advances. The Court 
held the notes were cancelled as part 
of a refinancing plan and not as worth- 
less so were not deductible as a bad 
debt. Liggett v. Comm., CA-10, 
11/1/54. 


Legal fees in suit for redemption of 
minority stock are not deductible. The 
majority of the stockholders voted to 
amend the certificate of incorporation, 
knowing that under Oklahoma law this 
gave a dissenting stockholder the right 
to demand redemption of his shares 
at a fair price. The corporation ex- 
pended $25,000 legal fees and some 
$3,000 appraisers’ fees in litigation over 
the fair value. The Court held this was 
in no way connected with the ordinary 
operation of its business and was not 
deductible. Boulder Building Corp. v. 
U.S., DC Okla., 9/30/54. 


Dealer in commodity must use inven- 
tories, accruals. Taxpayer bought, proc- 
essed, and sold sheepskins, and 90% 
of the business was done on credit. He 
kept books on the accrual basis but in- 
ventories were entered only on state- 
ments, not on the books. Returns were 
filed on a cash basis. If it is conceded 
the books were kept on a cash basis, it 
does not follow that that method can 
be used for returns since it does not 
clearly reflect income here. The regula- 
tions requiring inventories when mer- 
chandise is dealt in, and the accrual 
method when inventories are used, are 
not only within the Commissioner's 
power, the statute has so often been 
reenacted that the regulations have the 
force of law. The Court granted a mo- 
tion for a directed verdict for the Gov- 
ernment. Boynton v. Pedrick, DC NY, 
10/29/54. 


Bad debt reserve computed on 6-year 
average not unreasonable. Affirming the 
District Court, the Seventh Circuit 
holds that the Commissioner did not act 
unreasonably in allowing only enough 
bad debt expense to bring reserve in 
1943 and 1944 to six-year average ratio 
of chargeoffs to year-end receivables. 
The taxpayer had argued that economic 
conditions in 1943 and 1944, less ex- 
perienced lending officers, and the shift 
in its business from auto financing to 
general small loans warranted a higher 
reserve. The Court noted that the Com- 
missioner had increased the allowance 


for 1941 and 1942. S. W. Coe & Co. v. 
Dallmann, CA-7, 11/10/54. 


Gain on sale of whiskey certificates by 
rectifier held capital. Taxpayer pur- 
chased certificates for 1,000 barrels of 
whiskey with the intention of holding 
it for four years and bottling. However, 
it sold all the certificates. Despite the 
fact that it included the certificates in 
its year-end inventories, the Court finds 
that the certificates were not held for 
sale to customers in the regular course 
of its business. The gain was capital. 
Greenbros, Inc., 23 TC No. 33. 


Non-business loss reduces non-business 
income, not carryback. (Non-Acquies- 
cence.) In 1948 taxpayer had a loss 
on operating a restaurant, a loss on 
sale of restaurant equipment, and non- 
business income. The loss on sale of 
equipment is held to be non-business 
(he was not in business of selling equip- 
ment). This loss was more than his 
non-business income. The Court holds 
that the non-business loss is in effect 
applied to non-business income. The 
entire operating loss (not reduced by 
non-business income) therefore is avail- 
able as a carryback to 1946. Joe B. 
Luton, 18 TC 1153, Non Acq. 1953-2 
C.B. 8, Acq. (in result only) IRB 1954- 
46, 5. 


Can amortize equipment over short 
lease from affiliate. Several operating 
companies in Gloucester, Mass. (with 
interlocking directorates and_ stock- 
holders) formed the taxpayer to manu- 
facture artificial ice. The taxpayer leased 
land for 10 years from one of them. At 
the end of the lease, the building and 
equipment would go to the lessor. In a 
brief opinion, the Court holds that the 
Commissioner has not shown that 
merely because of the interrelation, a 
bona fide operating company cannot 
follow the general rule and amortize the 
assets over the life of the lease. Tax- 
payer can use the 10-year life. Fort 
Wharf Ice Company, 23 TC No. 30. 


Loss allowed for land purchased under 
lease option at more than fair value. 
Because the annual rental on a lease 
to year 2023 was high, the taxpayer 
exercised the option in the lease to buy 
the property for $60,000 though the 
fair market value was only $45,000. 
The $15,000 excessive payment is al- 
lowed as a loss in the year of purchase. 
Troc, Inc. v. U.S., DC Ohio 9/30/54. 
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Qualification of benefit plans made easier 


by new Code; new opportunities offered 


T= 1954 CopE LIBERALIZES the re- 

quirements for qualification of em- 
ployee benefit plans so that a company 
which does not now have a pension 
plan may proceed at once to set up one 
of four different types of coverage plans, 
as follows: (1) a broad coverage plan, 
(2) a limited coverage plan, (3) a 
salary classification plan, (4) an ex- 
cess plan limited to employees carrying 
over a stated amount. 

The essential features of each of these 
plans were analyzed by Maxwell A. H. 
Wakeley in a very helpful manner at a 
recent session at St. Johns University 
under the guidance of our colleague 
Benjamin Harrow. We asked, and got, 
permission to bring you the essence of 
Mr. Wakeley’s discussion. He, inciden- 
tally, is a CPA with Mount & Carter, 
in Boston. 

You will note that the new Code 
sections relating to coverage require- 
ments of qualified employee benefit 
plans follow closely the old Section 165. 
Now for Mr. Wakeley—his comments 
follow. 


Broad coverage plan 

For broad coverage, the requirements 
of the new Code are met if the plan 
covers at least 70 per cent of all full- 
time employees, or, if at least 70 per 
cent of all full-time employees are 
eligible, and 80 per cent of those 
who are eligible participate in the 
plan. If, out of a total of 500 employees, 
there are 15 who do not work for more 
than 20 hours in any one week, 390 
whose customary employment is for not 
more than five months in any calendar 
year, and 55 who have not been em- 
ployed for a minimum number of years, 
not exceeding five, there remains a 


balance of 400 full-time employees. If 
at least 70 per cent, or 280, are included 
in the plan the coverage requirements 
are met. If the plan calls for employee 
contributions and at least 280 are eligi- 
ble, then at least 80 per cent, or 224, 
must actually contribute and participate 
in the plan. The coverage of 224 out of 
the 500 employees satisfies the require- 
ments. 


Limited coverage plan 


For limited coverage, plans may 
qualify which are limited to employees 
who have reached a designated age, or 
have been in the employment for a 
designated number of years, or have 
been employed in certain designated 
departments, or are in other classifica- 
tions, provided, that the effect of ‘cover- 
ing only such employees is not to dis- 
criminate in favor of officers, share 
holders, supervisors or highly com- 
pensated employees. Thus, if the em- 
ployees in the designated categories rep- 
resent a fair cross section of employees 
generally, the fact the officers and 
highly compensated employees are also 
included in the plan does not necessarily 
affect its qualification. As long as the 
classification is not gerrymandered to 
unduly favor the top group the plan 
may qualify. 


Salary classification plan 


For a salary classification plan, it is 
specifically provided: “A classification 
shall not be considered discriminatory 
within the meaning of paragraph (3) 
(B) or (4) merely because it excludes 
employees the whole of whose remuner- 
ation constitutes ‘wages’ under Section 
3121(a)(1) relating to the Federal 


Insurance Contributions Act or merely 
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because it is limited to salaried or 
clerical employees.” Thus, a plan limited 
to employees who are compensated on 
a salary basis may qualify. 


Excess plan 


As for the excess plan, it is also pro- 
vided: “Neither shall a plan be con- 
sidered discriminatory within the mean- 
ing of such provisions merely 
because the contributions or benefits 
based on that part of an employee’s re- 
muneration which is excluded from 
‘wages’ by Section 3121(a)(1) differ 
rom the contributions or benefits based 
on employee’s remuneration not so ex- 
cluded, or differ because of any retire- 
ment benefits created under state or 
federal law.” This provision is intended 
to permit the qualification of plans 
which supplement the social security 
program. A classification which ex- 
cludes all employees the whole of whose 
remuneration constitutes wages under 
Section 3121(a)(1), or a classification 
including such employees in a plan 
under which the contributions or bene- 
fits based on that part of an employee's 
remuneration which is excluded from 
wages under Section 3121(a) (1) differ 
from the contributions or benefits based 
on the employee’s remuneration not so 
excluded, is not a discriminatory classi- 
fication merely because of such exclu- 
sion or difference. However, in making 
his determination with respect to dis- 
crimination in classification under Sec- 
tion 401 (a) (3) (B), the Commissioner 
will consider whether the total benefits 
resulting to each employee under the 
plan and under the Social Security Act, 
or under the Social Security Act only, 
establish an integrated and correlated 
retirement system satisfying the tests of 
Section 401(a). Thus, plans excluding 
employees earning below a_ stated 
amount, such as $3,000, $3,600, or 
$4,200, may qualify if integrated with 
the OASI benefits under the Social 
Security Act, or other public program, 
such as the Railroad Retirement Act.”* 


Kintner decision allows 
partners employee benefits 


Tue Kinrner decision, briefed on page 
49, will be discussed extensively next 
month by Robert Musselman, editor of 
the partnership section of this journal. 
While the decision is primarily of inter- 
est in the area of partnerships, the al- 
lowance of retirement benefits to part- 
ners is particularly noteworthy. * 
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Reservation by corporation oj right to 
reacquire stock does not postpone date 
of acquisition. The date stock is ac- 
quired by the optionee is not postponed 
by a reservation by the corporation of 
the right to reacquire optioned stock 
under conditions not amounting to the 
reservation of substantial incidents of 
ownership. Rev. Rul. 54-467. 


Agreement to purchase optioned stock 
on installment plan constitutes exer- 
cise of option. Exercise of the option is 
made by an election to purchase op- 
tioned stock on the installment basis 
at the time the exercise becomes bind- 
ing on the optionee and the corpora- 
tion. Rev. Rul. 54-467. 


Stock option not disqualified by agree- 
ment to remain employed or to termi- 
nate. An employee’s stock option agree- 
ment will not be disqualified from be- 
ing a restricted stock option by provi- 
ions that the optionee must remain 
employed by the corporation for a spe- 
cified period or that the corporation 
may terminate the option. Rev. Rul. 
54-467. 


Basis of surrendered insurance policies 
does not include premium employer 
paid not as compensation. The Eighth 
Circuit agrees with the Tax Court that 
when the taxpayers surrendered insu- 
rance policies on their lives, the cost 
included only the premiums paid by 
them. The policies had been payable 
to their employer as beneficiary, and 
it had paid some of the premiums. To- 
gether the taxpayers owned over 50% 
of the stock of the employer. The Third 
Circuit finds that the Tax Court could 
reasonably infer that the payment of 
premium by the employer was not 
regarded as compensation—it did not 
claim the payments as a deduction. 
Card v. Comm., CA-8, 10/13/54. 


Salary paid by U.S. to employees of 
contractor abroad are not “paid by 
U.S.” Amounts paid to U.S. citizens 
performing services abroad for the U.S. 
Government under a contract between 
their employer and the Government are 
not “amounts paid by the U.S. or an 
agency thereof” within the meaning of 
Section 116(a) of the 1939 Code (ex- 


clusion from earned income from 


is this month 


sources without U.S.) even though the 
U.S. pays the employees directly. Rev. 
Rul. 54-483. 


Annuity contract taxable if distributed 
in year employee’s trust was not ex- 
empt. The retirement trust set up by 
taxpayers employer was exempt prior 
to 1942 but upon changes in the law, 
lost its exemption. The employer termi- 
nated the trust in 1945 and in 1947, 
taxpayers annuity policy was_ trans- 
ferred to the taxpayer by the dissolv- 
ing trust. The Commissioner claimed 
that its value was income in 1947. The 
Tax Court agrees. The provision in the 
Code freeing such distributions from tax 
apply only to years for which the trust 
was exempt. The Tax Court held the 
fair market value of the annuity con- 
tract was income to taxpayer in 1947, 
because the trust was not exempt in the 
year of distribution. Percy S. Lyon, et 
al., 23 TC No. 26. 


Sec. 107 applies to additional pay be- 
cause control was withheld. Petitioner 
agreed with owners of a corporation 
to serve as President at $10,000 a year 
if he was given the opportunity to buy 
control out of profits—$30,000 a year 
if not. He was paid $10,000 currently. 
After resigning, he sued the stock- 
holders and the corporation for the 
additional $20,000 a year (total $70,- 
000). He was awarded some $55,000 
by a jury, but settled for $51,000 and 
netted $33,000 after expenses. This he 
allocated over the period of employ- 
ment. The Commissioner argued that 
the contract was with the stockholders, 
who alone could transfer control and 
the judgment could not represent sal- 
ary. The Court said the contract must 
be interpreted realistically—the jury 
award was for services and 107 was 
applicable. Joseph P. Deery, TCM 
1954-175. 


Salary to hotel president reasonable 
though higher than competitors. Tax- 
payer paid to Nellie Mosby, its chief 
stockholder, salary of $27,000. The 
Commissioner disallowed $7,000. The 
Court allowed the full salary pointing 
out that during her management, profits 
increased greatly. During cross exami- 
nation of taxpayer’s witness, it was 
shown that the manager of the com- 
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peting hotel in Kansas City was paid 
a lower salary. However, that hotel was 
part of a chain and after including its 
portion of over-all executive expense, 
it paid a total not far from the salary 
paid to taxpayer's president. The 
Mosby Hotel, TCM 1954-182. 


Partnership of doctors held taxable as 
corporation and pension contributions 
deductible. Circuit Court reviewed the 
operations of the association of which 
taxpayer was a member and agrees 
with the District Court that it had so 
many attributes of a corporation it 
should be taxed as such. It is irrelevant 
that under State law a corporation 
cannot practice medicine. The entire 
income of the association had been dis- 
tributed as salary to the members; the 
deficiency arose out of the Commis- 
sioner’s taxing as distributable income 
taxpayer's share of contributions to the 
Association’s pension fund. The pension 
plan set by the Association is exempt, 
there being no discrimination. Kintner 
v. U.S., CA-9, 10/14/54. 


Compensation to president giving up 
voting rights held for services. At the 
time a corporation paid its president 
$50,000 for legal, presidential and 
managerial services, he gave up previ- 
ously reserved voting rights over stock 
he had sold. Finding that taxpayer as 
well as the other officers had served 
without pay for some thirteen years, 
and that taxpayer’s services had sub- 
stantially enhanced the value of the 
stock the Court held the payment was 
reasonable compensation for his serv- 
consideration for 
relinquishment of voting rights. India- 
lantic, Inc. v. Comm., CA-6, 10/25/54. 
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Commission salesman taxable on draw: 
ings only till settlement in following 
year. In a brief finding of fact and state- 
ment of conclusions the court holds that 
a salesman is taxed only on his weekly 
$150 drawing. This was charged to his 
account and commissions on sales were 
credited to it, but apparently were not 
available during the taxable year. Katz 
v. Campbell, DC Texas, 10/1/54. 


Settlement of claim for stock held ia- 
come—real claim was for salary. The 
Tax Court finds that the taxpayer never 
had an equity interest in his employer. 
Stock was issued in his name for busi- 
ness and personal reasons of real owner. 
The Court also found that while the 
litigation was over stock 
ownership, it was in reality over tax- 
payer's claim for a share in the profits. 
The amount of settlement, paid by the 
corporation, was taxable as ordinary in- 
come to him. Frank & T. Feagans, 23 
TC No. 31. 


ostensibly 


Stock option is ordinary income when 
received, The Court reviewed the nego- 
tiation between Household Finance 
(taxpayer's employer) and _ taxpayer 
prior to his acceptance of employment, 
particularly the deferred compensation 
and pension rights taxpayer was forfeit- 
ing by leaving Schenley. Reports to the 
SEC stated that the option to buy 
Household stock at less than market 
was given taxpayer to induce him to 
accept employment. Though it was the 
company’s policy to assist executives in 
obtaining an equity in the company, 
the Court finds that the value of the 
option (difference between market and 
option price on date option was given) 
is ordinary income to taxpayer. It was 
irrelevant that Household did not claim 
a deduction for the “spread” as com- 
pensation. Harold E. MacDonald, 23 
TC No. 34. 


Stock for unpaid salary, in proportion 
to holdings, not income. The 90% 
stockholder of a corporation agreed to 
take stock for his unpaid $9,000 salary. 
To maintain proportionate interest, a 
$1,000 bonus, payable in stock, was 
authorized for the other stockholder- 
employee. The $10,000 was entered as 
expense and deducted by the corpora- 
tion. The Court holds that Eisner v. 
Macomber is controlling here and the 
issuance of common stock to common 
stockholder is not income to him. Deloss 
E. Daggitt, 22 TC No. 6. 
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Income taxation of trusts and estates is 


simplified under 1954 Code 


7. EW AREAS OF FEDERAL TAXATION are 
more difficult for the tax practitioner 
than income taxation of estates and 
trusts. For this reason the outline of the 
effect of the 1954 Code on this area 
written by Robert Lloyd for the taxation 
seminar held by the North Carolina 
Society of CPAs is of especial value, 
setting forth briefly as it does, in simple 
language, the many changes brought 
about by the new law. Mr. Lloyd is a 
CPA and attorney associated with Peat, 
Marwick, Mitchell & Co., Greensboro. 
The significant passages from Mr. 
Lloyd’s paper are quoted below. 

Estates and trusts are treated for in- 
come tax purposes basically as conduits 
through which income passes to the 
beneficiary. The deductions 
and tax rates are, in general, the same 
as those prescribed for individuals. The 
new law adopts the general principle 
that to the extent of current income all 
distributions are deductible by the es- 
tate or trust and taxable to the bene- 
ficiary. Current income not required to 
be distributed currently is taxable to 
the trust. 

The taxable income then is the same 
as for individuals, with the following 
exceptions: 

(1) In lieu of the deductions for 
personal exemptions for individuals, an 
estate is allowed a deduction of $600. 
a trust required to distribute all of its 
income currently is allowed $300, and 
all others $100. 

(2) A trust or estate is allowed an 
unlimited deduction for charitable con- 
tributions, except for trusts which have 
“unrelated business income” or which 
have entered into “prohibited transac- 
tions.” This deduction is not allowed to 
so-called simple trusts which distribute 
income currently. The charitable deduc- 


income, 
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tion must be reduced to the extent that 
exempt income may be proportionately 
allocated to the deduction. 

(3) The net operating loss deduc- 
tion is to be allowed, subject to regula- 
tions to be prescribed by the Secretary. 

(4) The deductions for deprecia- 
tion, depletion, and the amortization of 
emergency facilities or grain storage 
facilities generally follow the income 
from the property and are so allocated 
between the trust and the beneficiary. 
If the trust instrument requires distri- 
butions to be reduced by the depreci- 
ation allowances, the deduction is al- 
lowed to the trust. 

(5) Credits against the tax for par- 
tially tax-exempt interest, foreign taxes, 
and dividends received also, in general, 
follow the income and are allowed to 
the trust or the beneficiary to the extent 
that each reports the related income. 
The credit for dividends received ap- 
plies only to dividends received after 
July 31, 1954. If the dividends are re- 
quired to be allocated between the 
trust and a beneficiary or beneficiaries, 
the allocation must be made as of the 
date each dividend is received. The 
trust is entitled to the $50 exclusion of 
dividends taxable to it. 


New carryforward provisions 

A new provision has been added 
which permits beneficiaries succeeding 
to the property from an estate or trust, 
on termination, to carry forward any 
unused capital loss or net operating loss 
carryover, including a net operating 
loss of the final year of the trust. 

Subpart B of Part I of Subchapter J 
provides special rules for “simple” trusts 
and Subpart C applies to “complex” 
trusts. These terms “simple” and “com- 
plex” do not appear in the law but are 
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used extensively in the Committee Re- 
ports. 


The nature of a “simple” trust 


In the case of any trust which is re- 
quired to distribute its income currently 
and which is not required to pay or 
permanently _ set amounts for 
charitable purposes, the “simple” trust 
rules apply. If a trust is required to dis- 
tribute any part of its corpus, it does 
not qualify as a simple trust in that 
year. In the year of termination when 
corpus is distributed, it could not be 
a “simple” trust. The determination of 
whether trust income is required to be 
distributed currently depends upon the 
terms of the governing instrument and 
the applicable local law. Income is con- 
sidered distributable if the fiduciary is 
under a duty to distribute it whether or 
not it is in fact distributed during the 
year of receipt by the fiduciary. 

A benficiary cannot be taxed upon an 


aside 


amount greater than his proportionate 
share of the distributable net income of 
the trust. Since distributable net income 
is now based upon taxable income, an 
which is not taxable in the 
hands of the fiduciary retains its non- 
taxable character to the beneficiary. 
Under prior law, certain cases held that 
items which were income under local 
law were taxable when distributed de- 
spite the fact that they would not have 
taxable in the hands of the 


amount 


been 


fiduciary. 


All others are “complex” trusts 


“Complex” trust rules apply to all 
trusts which are not “simple” trusts. De- 
cedents trusts, 
trusts with charitable beneficiaries, and 
trusts making current distributions as 
well 


estates, discretionary 


as distributions of corpus, are 
examples of complex trusts. 

Deductions are first allowed to com- 
plex trusts for distributions required to 
be made currently. Then, to the extent 
of the remaining distributable net in- 
come, other amounts except gifts or be- 
quests, are allowed. Amounts paid or set 
aside for charitable purposes are de- 
ducted in computing taxable income 
and in computing distributable net in- 
come. A gift or bequest which must be 
paid in one lump sum or not more than 
three installments is excluded as a dis- 
tribution. Beneficiaries of complex 
trusts report their income based upon 
their proportionate share of the deduc- 
tion allowed to the trust and the income 
retaining its same character in the 
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hands of the beneficiaries. 

Under some circumstances it be- 
comes necessary in a “complex” trust to 
segregate the income and treat it as 
having been received by several sepa- 
rate trusts in accordance with rules 
prescribed in the law. 

Under certain circumstances the 
1939 Code has a loophole where a dis- 
cretionary trust could accumulate in- 
come for one or more years and then 
distribute it in the beneficiary’s low in- 
come year. On the other hand, the 
beneficiary usually paid income tax on 
such distributions which had already 
been taxed to the fiduciary. 


Advantages in 5-year throwback 

To correct this and similar situations 
the 1954 Code contains what is known 
as the five-year throwback rule which 
is entirely new. Distributions by a 
trust in excess of its distributable net in- 
come for the current taxable year will 
be carried back to each of the five pre- 
ceding years in inverse order and taxed 
to the beneficiaries to the extent that 
the distributable net income of those 
years was not, in fact, distributed. In- 
come tax paid by the trust is added 
back to distributable income and al- 
lowed as a credit against the benefici- 
ary’s tax. The adjustment is made to 
the current year tax liability so that 
prior year returns of the trust or the 
beneficiary are not reopened, and in- 
terest is not added to the tax except to 
the extent that it might otherwise apply 
to the current year. 

The throwback rule applies only 
where the accumulation distribution is 
at least $2,000, and no year may be in- 
volved which is not subject to the pro- 
visions of the 1954 Code. Decedent’s 
estates cannot be involved in the throw- 
back rules. 

The term “accumulation distribution” 
has a special definition. It does not in- 
clude distributions of income accumu- 
lated for a minor or before birth; pay- 
ments to meet emergency needs of a 
beneficiary; amounts distributed upon 
the beneficiary reaching a certain age 
under trusts so requiring at January 1, 
1954, if there are no more than four 
such distributions at least four years 
apart; and final distributions made more 
than nine years after the last transfer 
to the trust. 

The 1954 Code includes provisions 
of Regulation 118 with respect to so- 
called “Clifford” type trusts which 
exist when a grantor creates a trust, re- 


taining substantial dominion and con- 
trol over the trust property or income. 
Such control may exist through a trust 
whose income is accumulated or used 
for the benefit of the grantor, a rever- 
sionary interest within a _ specified 
period, powers to control the beneficial 
enjoyment of income, or corpus and 
other broad administrative powers. If 
the grantor retains the prescribed con- 
trols, he is deemed to be the owner for 
tax purposes even though the trust can- 
not be revoked. In fact, a person other 
than the grantor may be treated as the 
substantial owner if he has an unre- 
stricted power to take the trust principle 
or income. 

Each of the conditions enumerated 
above which might create trust income 
taxable to the grantor is treated in de- 
tail in the Code, which departs from the 
Clifford regulations somewhat. Each 
trust of this type is an individual prob- 
lem, and general rules are not easily 
formulated. 


Income in respect of decedents 

Subchapter J relating to fiduciary in- 
come taxation also includes the pro- 
visions of old Section 126—income in 
respect of decedents with some impor- 
tant modifications. 

The new law provides that a right to 
income acquired from a decedent, or a 
prior decedent, is to be includible in the 
income of the recipient with an offset- 
ting deduction for any estate tax attrib- 
utable to such right. Taxation of such 
income under prior law was limited to 
the first that upon the 
death of the first beneficiary the uncol- 
lected part of the income was required 
to be included in first beneficiary’s final 
income tax return. Now the successive 
recipients of the income will include 
only the amounts actually received, so 
long as the prior decedent bequeathed 
such right to receive, and may deduct 
the appropriate amount of estate tax. 

The 1954 Code eliminates the re- 
quirements of the old law to the effect 
that, unless a bond was filed, gain on 
uncollected installment obligations 
could not be treated as income in re- 
spect of a decedent. Now such gains are 
to be so treated in any case. In addition, 
the increase in value of a survivor's an- 
nuity attributable to interest accumula- 
tion, the value of unexercised restricted 
stock options, and payments to a de- 
ceased partner's heirs by the partner- 
ship are included in the definition of 
income in respect of decedents. n 


decedent so 








Test your knowledge of taxation 
of individuals under 1954 Code 


W ANT TO RUN a quick test on your 
knowledge of significant new 
rules for taxation of individuals under 
the new tax law? Here are 14 questions 
prepared by Harold Q. Langenderfer 


1. What is the annual amount that a 
taxpayer must report as income 
under the new Annuity rule, as- 
suming the following facts: 


Cost of Annuity $10,000 
Annual amount received 
by taxpayer 1,100 


Life expectancy of tax- 
payer 10 years 


Circle correct answer: (1) $1,100 
(2) $1,000 (3) $100 (4) None 


2. Periodic payments to the taxpayer’s 
wife under a separation agreement 
executed after enactment of the law 
are taxable to the wife, and de- 
ductible by the taxpayer, whether 
the agreement is oral or in writing. 
———True ———False 


3. Scholarship and fellowship grants 
which represent payment for serv- 
ices are exempt from income tax 
under the new law. 

———True ———False 


4. What is the allowable deduction 
for medical expenses in the case of 
a taxpayer in the following situa- 


tion: 
Doctor bill $250 
Hospital bill 140 
Medicine 60 
Lotions, toothpaste, other 
toiletries 50 
Total $500 


and Paul M. Carruthers for the North 
Carolina Association of CPA’s seminar 
last fall. It takes a pretty good tax man 
to get them all easily. The answers are 
printed on page 56. 


Taxpayer's Adjusted Gross In- 

come: $5,000 
Circle correct answer: (1) $500 
(2) $450 (3) $250 (4) $150 
(5) None of these 


ol 


. a. A working mother who files a 
joint return with her husband loses 
the allowable deduction for child 
care expenses if their combined 
gross income exceeds $4,500. 
———True ———False 
b. The child care expense amount 
deductible is $600 for each child, 
assuming the taxpayer is otherwise 
eligible to take deduction. 
———True ———False 


6. a. The allowable deduction for in- 
dividual taxpayers for charitable 
contributions is 30% of adjusted 
gross income. 

———True ———False 

b. What is the allowable deduc- 
tion for charitable contributions for 
a taxpayer who made contributions 
as follows: 


State University $2,500 
Church 300 
Red Cross 400 
Boy Scouts 500 


Adjusted Gross Income: $10,000 
Circle correct answer: (1) $2,000 
(2) $3,000 (3) $2,300 (4) $2,800 


7. a. Parents can claim their children 
as exemptions if they contribute 
more than half the support of the 


52 


10. 


children, regardless of the ages of 
the children. 
———True ———False 


b. In order to claim a deduction for 
personal exemption in the case of 
a dependent, the taxpayer must 
contribute more than one-half the 
support of the dependent in all 
cases. 

———True ———False 


c. A non-relative cannot qualify as 
a taxpayer's dependent, even 
though the taxpayer contribute 
more than half the support of the 
non-relative who lives in the tax- 
payer's home. 

———True ———False 


. Theft and Embezzlement losses 


must be deducted in the year sus- 
tained, regardless of when they are 
discovered. 

———True ———False 


. Non-business bad debts are ordi- 


nary losses for tax purposes in the 
case of an individual taxpayer. 
———True ———False 


A 65-year-old individual has the 
following items of income in the 
calendar year 1954: Dividends, 
$50; Railroad Retirement Act pen- 
sion, $600; Rental income, $1,500; 
and compensation for personal 
services, $1,200. 

The retirement income credit is 
$——-—————— ; 


. Husband and wife file a joint re- 


turn for 1954. During that year the 
husband received $70 of dividend 
income and his wife received $30. 
How much of the dividend income 
is excluded on a joint return? 
———$100 -—-—-—$50 -———$80 


. Under the new rule regarding em- 


ployees’ death benefits the amount 
excluded from taxable income is 
limited to $5,000 regardless of the 
number of employers making pay- 
ment, but the payments must be in 
accordance with an express con- 
tract. 

———True ———False 


3. A construction supervisor was re- 


quired to be near the construction 
until its completion. The value of 
the house furnished him was not 
compensation for the calendar 
year 1954. 

———True ———False 
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14. a. A husband sells his wife stock 
which cost him $10,000 for $5,000. 
Later the wife sells the stock to a 
stranger for $12,000. Under the 
1954 Code the wife’s gain on the 

———$7,000 ———$2,000 

b. If the wife sells the stock to a 

stranger for $6,000, the result is 
—$1,000 gain. —-—$4,000 loss. 
-No gain or loss. 


sale is: 


Joint bank account has 
dubious tax advantages 
THE in a 
joint bank account can vanish into thin 


APPARENT TAX ADVANTAGE 


air when the total tax picture is con- 
sidered. As a warning against this pos- 
sibility, we recommend a piece in the 
Marquette Law Review (Spring 1954), 
and summarize here the gist of the 
problem. 

While each creator of such a joint 
bank account has his own ideas of the 
advantages he hopes to get, most have 
in mind the apparent advantage of the 
survivor's immediate ownership with- 
out probate cost and delay. 

Now for the Marquette Law Review: 

No gift tax results upon the creation 
bank account where both 
parties can withdraw although one has 
contributed the total amount, but Regu- 
108, Section 86.2(a)(4) pro- 
vides that a gift tax is due to the 
extent of withdrawals by a joint payee 
who has not contributed or to the ex- 
tent of 
tributions. The joint payee who con- 
tributed is primarily liable for the tax. 
The annual exclusion of $3,000, a gift 
tax 


of a joint 


lation 


withdrawals in excess of con- 


marital deduction where owners 
are husband and wife, and the liftetime 
$30,000 exemption are available. 

Interest payments on joint bank ac- 
counts are taxable as ordinary income 
when credited to the account regard- 
less of bank rules requiring notice of 
withdrawals. 

Generally, under state law, it may be 
presumed that joint bank accounts be- 
long equally to each spouse regardless 
of how much each may have put into 
the account. Where a joint return is 
not the divisibility 
owned property for federal tax pur- 
poses is determined by state law. 

Upon the death of one of the parties 
to a joint bank account, in the absence 
of a joint return, the survivor takes free 
of any federal deduction for income tax 


used of jointly 


deficiency on the interest from the joint 
bank account owned by the decedent, 
but if decedent’s gross estate exceeds 
$60,000 a problem of federal estate tax 
liability arises. The Federal Estate Tax 
provisions on joint accounts provide 
that the entire value of the account is 
to be included in the decedent’s gross 
estate except the part survivor can show 
he originally owned or contributed or 
his proportionate share created by a 
third person. The burden of tracing 
to the survivor is on the personal repre- 
sentative of the deceased owner. This 
creates the problem of keeping detailed 
records during the maintenance of the 
joint bank account and in spite of ade- 
quate proof, it still might be caught 
under the transfers in contemplation 
of death provision. The interest passing 
to surviving spouse qualifies for the 
marital deduction. 


For example 

Philip J. Erbacher, a Kansas City 
attorney, writing in the Kansas City Bar 
Journal offers this somewhat horrifying 
example of how Regulation 108 works. 

Mr. X, salary $75,000 per year, de- 
posits all his pay checks in the Fruit 
Grower’s National Bank in the name of 
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himself and wife as joint tenants with 
right of survivorship in 1948. His wife 
later withdraws $40,000 of said funds 
in 1951 and purchases $40,000 of stock 
in Gulch Hill and Back Railroads, Inc., 
a newly formed corporation to operate 
a railroad leading to a ski-jump in New 
England. X dies in 1952 and Lawyer 
Y probates his will and files for the 
estate a Federal Estate tax return, 
which makes no mention of the trans- 
action about which Lawyer Y knows 
nothing. On audit of the estate tax re- 
turn in 1954, Revenue Agent Quick 
learns about the transaction and claims 
that X was liable to file a gift tax re- 
turn and pay the tax in 1951, he having 
made substantial prior gifts. 

Upon analysis it appears that the 
Revenue Agent is correct. Regulation 
108, Section 86.2(a)(4) reads: “If A 
creates a joint bank account for him- 
self and B (or similar type of owner- 
ship where A can regain the entire fund 
without B’s consent) there is a gift to B 
when B draws upon the account for his 
own benefit, to the extent of the amount 
drawn.” This would also appear to be 
correct under the Revenue Code of 
1954, applicable to gifts in 1955 and 
later. * 





Embezzled money seems to be 


taxable to embezzler 


WHETHER 
priated money is includible in the gross 


EMBEZZLED or misappro- 
income of the embezzler and the prin- 
ciples involved was further muddled 
by the Kann case. A note in the Uni- 
versity of Cincinnati Law Review, Sum- 
mer 1954, discusses the Kann case in 
light of the Wilcox and Rutkin opinions. 

In the Wilcox case, the Supreme 
Court, in holding embezzled money not 
to be taxable, stated that a taxable gain 
was conditioned upon a claim of right 
to the alleged gain and the absence of 
an unconditional obligation to repay. 
In Rutkin v. United States, holding ex- 
torted money to be taxable, the Su- 
preme Court limited the Wilcox case 
to its facts and appeared to abandon 
the “claim of right” test for one making 
unlawful gains taxable if the recipient 
had such control over the fund that he 
derived readily recognizable economic 
value from it. 

In the Kann case (210 F 2d 247, 3rd 
Cir. 1953) two brothers had withdrawn 


large sums of money from a corporation 
controlled by their family by making 
false entries in the corporate books and 
did not report the money as income. 
The Commissioner determined a defi- 
ciency and a fraud penalty. The peti- 
tioners defended on the ground that 
embezzled money did not constitute in- 
come under Section 22(a) of the Code 
as construed in the Wilcox case. The 
Tax Court resolved the issues against 
the petitioners and the appellate court 
affirmed stating that misappropriated 
money constituted taxable income in 
these circumstances. The Tax Court cor- 
rectly held the instant case to be con- 
trolled by Rutkin, not Wilcox, particu- 
larly in view of the gloss put on the 
Wilcox case by the Rutkin decision. 
The Court then proceeded to dis- 
tinguish the Kann case from the Wilcox 
on several grounds, mainly that the 
Kann family owned over 90 per cent 
of the stock of the corporation and had 
condoned the crime by accepting a 
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promissory note in payment of the 
money taken, and on the ground that 
since the brothers owned 20 per cent 
of the stock they were actually taking 
their own money. In the Wilcox case 
the embezzler was a salaried employee 
and his employer had him arrested and 
prosecuted. The dissenting judge was 
of the opinion that these were distinc- 
tions without a difference and that the 
Supreme Court would have expressly 
overruled the Wilcox case in the Rutkin 
decision, instead of limiting it to its 
facts, if that had been its intention. 


January 1955 


The dissenting opinion would seero 
to have merit, but since an extortionist 
takes with no greater claim of right, nor 
with less obligations to repay than the 
embezzler, and since they both realize 
readily recognizable economic value, 
the Wilcox and Rutkin cases would not 
seem to be distinguishable on principle. 
Therefore, the holding of the Kann case 
cannot be too severely criticized. It is 
the natural result of the Rutkin decision 
which purported to limit the Wilcox 
case to its facts while in reality over- 
ruling it in principle. [See also p. 43.] 





Deduction for shrubbery on president's 
farm denied: depreciation on machinery 
allowed. A business expense deduction 


by a corporation for cost of landscaping 
and upkeep of a farm owned by it and 
used by its president and sole stock- 
holder for entertaining customers was 
denied. The Court held any connections 
between viewing shrubbery by cus- 
tomers and orders for industrial pipe 
were too remote. However, deprecia- 
tion on farm machinery owned by the 


corporation was held deductible by it 
and no determination was made as to 
whether the use by stockholder created 
income to him. Louis Greenspon, 23 TC 
No. 19. 


Casualty loss for cracks due to heavy 
rainfall. Three months after they bought 
a fifteen-year-old house on a hilly street, 
a wide crack suddenly appeared in tax- 
payer’s basement walls and floor. Similar 
cracks appeared in neighboring homes. 





Change in royalty rate did not alter 
sale of patents to licensee. Taxpayer 
assigned patents to a corporation, 
his employer, for stock and one-fifth 
the royalties the corporated collected. 
The corporation then “licensed” and 
later sold the patents to another cor- 
poration. Taxpayer agreed to a 
change in royalty rate at the time of 
the sale between the corporations. 
The original agreement by taxpayer 
was a sale of the patents and the 
later agreement to change royalty 
alter the 
“license” agreement so the amounts 


rates did not sale to a 
received by taxpayer from the patent 
contract was capital gain. Peter J. 
Massey v. U.S., DC IIl., 10/22/54. 


Income from patent held ordinary 
income. Taxpayer entered into an 
agreement with a trustee for a cor- 
poration granting the corporation 
the exclusive right to manufacture, 
distribute and sell a collapsible gro- 
cery cart for a given amount per cart. 
The agreement specifically stated it 
was not Income from the 
agreement was held ordinary income 


a sale. 





New Patent DEcISIONS 


and not capital gain. The decision 
would probably be the same under 
the 1954 Code since the transaction 
is not a transfer of all substantial 
rights to the patent. Orla E. Watson 
v. U.S., DC Kan., 10/13/54. 


Percentage proceeds from patents 
held _ capital 
veloped several patents and sold or 


gain. Taxpayer de- 
gave them to corporations employing 
him as a free-lance engineer. Com- 
missioner claimed payments made to 
him based on a percentage of sales 
were ordinary income. The District 
Court held taxpayer did not hold the 
patents for sale to customers, his 
contracts constituted sales, and he 
had held the patents over six months 
so the proceeds resulted in capital 
gain. This accords with Sec. 1235, 
1954 Code, which provides that 
transfer of all substantial rights to 
a patent or an undivided interest 
therein is a long-term capital gain, 
regardless of how long patent was 
held. Beach v. Shaughnessy, DC NY, 
10/21/54. 








An expert gave his opinion that the bed 
rock formation caused the excessive 
rainfall of that summer to accumulate 
under the houses. The Court held that 
this was a casualty—sudden and unfore- 
seen and not due to decay or corrosion. 


Delbert C. Hesler, TCM 1954-176. 


Bad debt denied for lack of proof. The 
Court finds that the taxpayer did not 
prove that the claimed debt ever existed 
or that it became worthless. Edward A. 
Collins, TCM 1954-180. 


Loss not allowed for ballistics labora- 
tory; held a hobby. Taxpayer, who, in- 
heriting over $2 million, operated a bal- 
listics laboratory from 1936 to 1951, 
always at a loss. For the years in ques- 
tion, 1948 and 1949, gross income was 
about $750 and $2,500, expenses about 
$20,000. The Court found that, con- 
sidering the taxpayer’s wealth, the long 
history of losses and the disproportion of 
receipts to expenditures, the taxpayer 
had no intention to operate a business 
for profit and hence could not deduct 
the loss. Henry P. White, 23 TC No. 12. 


Capital gains denied to lawyer active 
in real estate. Taxpayer was, from 1943 
to 1948, member of partnership deal- 
ing in real estate. In 1948 and 1949, 
he bought and sold unimproved land 
near Fort Lauderdale. From the num- 
ber, frequency and _ substantiality of 
sales the Court concluded that the 
property was held for sale, not invest- 
ment, and the gains were ordinary in- 
come. Julian E. Ross, TCM 1954-177. 


Profit of purchaser of judgment on col- 
lection is ordinary income. Taxpayer 
purchased a $75,702.12 judgment for 
$11,004. He later received $21,150 in 
full settlement from the judgment 
debtor. The difference between what 
he paid for the judgment and _ the 
amount received was ordinary income 
and not capital gain. There was no sale 
or exchange of a capital asset. Peggy 
Hudson Ogilvie v. Comm., CA-6, 
10/20/54. 


University medical fees are deductible 
if separately itemized. If the fee charged 
by a university for medical and _hos- 
pital care is separately itemized or if 
a breakdown is readily obtainable from 
the university, it is deductible as a 
medical expense. However, where a 
lump sum tuition fee is charged, in- 
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cluding medical care, no part is de- 
ductible. Rev. Rul. 54-457. 


Contributions made to committee to 
develop public park are deductible. 
Where a committee is established for 
the purpose of developing land donated 
to a political subdivision of a state as 
a public park and a drive is conducted 
to secure funds to develop the park 
(because the political subdivision does 
not have sufficient funds), the contribu- 
tions made to the drive are deductible 
as charitable contributions by the 
donors. Rev. Rul. 54-466. 


A charitable contribution is paid at the 
time of delivery of check. To determine 
time of deduction charitable contribu- 


tions are considered to have been paid 
at the time of delivery of a check, 
provided there are no restrictions as to 
the time and manner of payment of 


such check and it is later honored. 
Rev. Rul. 54-465. 


Dependency exemption allowed serv- 
iceman for illegitimate child. The con- 
tribution by a serviceman of more than 
half of the support of his illegitimate 
child within the country in which he 
is *stationed, establishes a basis for 
dependency exemption, but does not 
entitle him to the head of household 
benefits unless the child lives in the 
same house with him. Rev. Rul. 54-498. 


No deduction in year after loss. Tax- 
payer's business was destroyed by fire 
in December 1946. The insurance com- 
pany paid the loss in April 1947, after 
an investigation as to the honesty of the 
fire. Taxpayer took the uninsured part of 
the loss in 1947, claiming he was in 
doubt as to recovery until 1947. The 
Court held there was no evidence tax- 
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payer was suspected of arson as the in- 
vestigation was of a routine nature, so 
there was no reasonable grounds for de- 
ferring the deduction. Harry Brown, 23 
TC No. 20. 


Business deduction for advances to cor- 
poration by stockholder denied where 
promoting and investing in corporations 
was not stockholder’s primary business. 
An attorney advanced money to a busi- 
ness in which he was a stockholder and 
later deducted it as a business bad debt. 
The Court denied the deduction as a 
business bad debt since the taxpayer 
was primarily engaged in practicing law 
and not in promoting and investing in 
corporation. The advances were loans 
and deductible as non-business bad 
debts. Vincent C. Giblin, TCM 1954- 
186. 


Income of business taxed to husband 





Substantiation of deductions for travel- 
ing expenses. An employee need not 
produce receipts for each meal and 
each night’s lodging. Where an em- 
ployee does not maintain an adequate 
record to substantiate his claimed de- 
duction for the cost of and 
lodging while he is in a travel status, 


meals 


a reasonable approximation of such 
items should be allowed by resorting 
to reliable secondary sources of in- 
formation and collateral evidence with 
the burden on the employee. An ade- 
quate record should be kept from day 
to day showing dates, duration and 
destination of each trip, the amounts 
paid for lodging and actual cost of 
each meal or in the absence of this 
a conservative estimate from time 
sheets, assignment lists or other avail- 
able data is allowed or a fair recon- 
struction of the number and duration 
of trips and meals and lodging ob- 
To determine tax- 
payers home is at the place he con- 
ducts his principal trade or business 
and he cannot deduct the cost of meals 
and lodging while performing his 
duties at his place of business. The 
cost of meals and lodging can only be 
deducted where duties require em- 
ployee be away from his home termi- 
nal overnight. Where family and per- 


tained. status a 








News on DEDUCTIONS FOR PERSONAL BUSINESS EXPENSES 


manent residence are at employee's 
away-from-home terminal or his minor 
or temporary post of duty he can de- 
duct only the portion of the family 
expense for meals and lodging prop- 
erly attributable to his presence in 
performance of duties. Rev. Rul. 497. 


Under Cohen Rule entertainment of 
buyers taken into consideration for 
determination of salesman’s meals 
while traveling. Taxpayer, a whole- 
sale costume jewelry salesman, en- 
tertained women buyers but kept no 
record of entertainment expenses. The 
Commissioner had allowed taxpayer 
$5 a day for meals while traveling. 
The Tax Court increased this to $8 a 
day taking into consideration under 
the Cohen Rule that he had to buy 
meals for the women 
better places than he would ordinarily 
eat. William Dressler, TCM 1954-184. 


customers at 


Travel expenses between sales office 
(home town)and factory allowed. 
Taxpayer, as president, was employed 
largely to build up the sales value of 
the Toledo plant. His home was in 
Cleveland, the site of the sales office. 
The company reimbursed him for his 
traveling expenses between the cities 
and his living expenses in Toledo. 


The Court held that he was entitled 
to deduct his traveling expenses be- 
tween Cleveland and Toledo, though 
apparently it did not allow the liv- 
ing expense in either city. Joseph P. 
Deery, TCM 1954-175. 


CPA allowed estimate travel cost on 
out-of-town work. Taxpayer, a Balti- 
more CPA, claimed $16.50 a day 
servicing out-of-town accounts. The 
Court allowed him $10 a day. The 
Court allowed him $500 of $700 
claimed as expenses at N.Y. NACA 
conference, and $200 of $300 claimed 
for Atlantic City. He claimed $400 
(1/. of cost of $1,200 vacation in New 
Orleans) because he stopped at Bir- 
mingham_ to prospective 
employee who later became his part- 
ner. He was allowed $30. He claimed 
$500 for suppers on nights he worked 
overtime. This was _ disallowed. 
Charles O. Gunther, TCM 1954-181. 


interview 


Cost of European trip allowed in part. 
Taxpayer claimed about $5,000, cost 
of a trip to Sweden, Venezuela, for 
mixed personal and business reasons. 
Pointing out that such business as 
there was concerned possible expan- 
sion, the Court allowed $750. Ellen 
C. Kynell, TCM 1954-174. 
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despite its sale to wife. To protect him- 
self against possible judgment arising 
out of an auto accident, taxpayer sold 
his business to his wife for a price below 
its value. They filed separate returns for 
1947 showing half the profit as salary 
to him. The Court finds there was no 
real change in operations and taxed the 
to the husband. Two judges 
dissent on the ground that the inade- 
quacy of the consideration is irrelevant 
as a gift would be recognized. Further, 
the business employed twenty people 


income 


so that the income was not entirely due 
to the husband’s efforts. W. T. S. Mont- 
gomery, 23 TC No. 15. 

Traveling home is hotel 
where he is working. Taxpayer, a pro- 
fessional musician, claimed “expenses 
while home,” living ex- 
penses, meals, while filling hotel en- 
gagements. He claimed as his home his 
mother-in-law’s apartment in Milwau- 


musician’s 


away from 


January 1955 


kee, though he always had a room or 
two at the hotel for himself, his wife, 
and child. Noting that they stayed at 
the hotel even when employed in Mil- 
waukee, the Court holds that taxpayer’s 
home was the hotel in which he was 
employed at any time. Taxpayer was 
allowed cost of care of formal clothes 
used while performing. Wilson John 
Fisher, 23 TC No. 32. 


Exemption for common law spouse de- 
nied for lack of proof. The taxpayer had 
claimed exemptions in different years 
for different women as a common law 
wife. This was denied for lack of proof 
of the relationship. Claim for depend- 
ency for mother denied for lack of proof 
that taxpayer provided over one-half 
her support. Eddie v. Morgan, TCM 
1954-189. 


No liability on separate return for wife’s 
gain. In Court, the taxpayer produced 





DIssOLVED MARRIAGES 


Support payment made in year be- 
fore required is not deductible. A 
1946 divorce decree provided that 
beginning in the following year tax- 
payer was to pay $500 per year for 
support of the wife’s son by a pre- 
vious marriage. The Court held that 
whether or not the payment could 
be considered alimony it was not 
deductible in the the decree 
was entered which was before pay- 
ment was required. George R. 
Josyln, 23 TC No. 18. 


year 


Alimony-support ratio in original de- 
cree used where ratio not specified 
in amended decree. In 1940 an orig- 
inal decree of divorce specified 
$100 a month for alimony and $100 
a month support for each of four 
children. Later amendments chang- 
ing amounts were optional or failed 
to specify any positive change of 
allotments of alimony and support. 
Where other evidence did not change 
the original ratio the court held one- 
fifth of the amounts paid were de- 
ductible as alimony except in a year 
when the total amount was not paid. 
In that year the entire amount was 
for support. George R. Josyln, 23 
TC No. 18. 


Decree set installment alimony; in- 
tent of parties irrelevant. A husband 





Brinc Tax PROBLEMS 


deducted alimony payments made 
under a divorce decree ordering pay- 
ments of $50 a week for five years. 
He claimed the parties did not con- 
sider them installment payments of 
a principal sum. He gave as evidence 
his wife’s agreement to pay income 
tax on the payments. The Tax Court 
held that the payments were install- 
ment payments of a principal sum 
to be paid in a period ending less 
than ten years from the date of the 
decree regardless of the intention of 
the parties and the fact payments 
were to cease if the wife remarried. 
Payments are not deductible to hus- 
band. Clark J. Baker, 23 TC No. 21. 


Support payment for children doesn’t 
become alimony when _ children 
reach 21. Taxpayer was required by 
his separation agreement to pay his 
children income for life. This pay- 
ment could be made directly to them 
or through his wife. Taxpayer paid 
$10,000 a year to his ex-wife and 
she transmitted it to the children. 
Taxpayer claimed that since he had 
no obligation to support the children 
after they became 21, the payments 
were alimony. The Court held the 
wife was a mere conduit; the pay- 
ments were not alimony. Leon Man- 


del, 23 TC No. 11. 








a copy of his return, a separate return 
signed only by him. The Government 
abandoned its position that gain on 
property sold by the taxpayer's wife 
should have been reported on it. Ray 
L. Ward, TCM 1954-190. 


Answers to quiz on taxation 
of individuals on page 52 


1. (3) 


2. False. Must be a written 
tion agreement. 


separa- 
3. False. Compensation for services 
are includible in income. 


4. (3) 


False. Lose $1 of deduction for 
every $1 that husband and wife’s 
combined adjusted gross income 
exceeds $4,500. 

b. False. Only one deduction re- 
gardless of the number of children. 

6. a. False. 20% of adjusted gross 
income, unless contributions are to 
hospitals, schools and churches, in 
which case it is 30% of adjusted 
gross income. 


b.: (2) 


oO. a. 


a. False. Age is 
for children who are full-time stu- 
dents for at least 5 months in the 
taxable year. 

b. False. Special 
where contributions are by a group 
who agree in writing that one mem- 
ber of the group should take the 
deduction. 

c. False. Non-relatives 
taxpayer's home for the entire tax- 
able year qualify for the deduction. 


important except 


case applies 


living in 


8. False. In year discovered. 
9. False. Capital loss treatment. 


10. $60.00. Retirement income limited 


to $1,200 
Less: Railroad retirement 

BONGO, Seiics hex ss $600 

Earnings over $900..390 900 
Retirement income $ 300 


Retirement income credit $ 60 


11. $80. $50 for husband and $30 for 
wife. 


12. False. Express contract require- 


ment eliminated. 


13. True. 


14. a. $2,000 
b. No gain or loss. 
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Regulation under 1954 Code 


to be delayed 


Most OF THE NEW REGULATIONS UNDER 
the 1954 Code which had been sched- 
uled for release in December are still 
being circulated among officials of the 
IRS, it has been learned recently. This 
makes it extremely unlikely that the 
regulations will be issued before the 
middle of January at the earliest. The 
target date of December 15 was re- 
garded by informed observers as an 
almost impossible achievement; if the 
regulations are released by January 15, 
it will be still something of a speed 
record. 

When the regulations are finally writ- 
ten they will be published in the 
Federal Register, as Treasury releases. 
This will give taxpayers and practi- 
tioners 30 days in which to comment 
and to file recommendations and criti- 


cisms. After all such comments and 
criticisms have been evaluated and 


studied, the new regulations will then 
be amended accordingly, and released 
in final form. It is now expected that 
somewhere in the neighborhood of 60 
to 70 of these Treasury decisions will 
be promulgated. 

Only one regulation, (TD 6091) has 
been issued under the new law. This 
was released on August 19, and was 
essentially a stopgap regulation that 
provided that until the new regulations 
had been formally issued, all regula- 
tions under the 1939 Code would re- 
main in effect. Three proposed regula- 
tions were subsequently issued though 
the final versions of these have not been 
released. w 


Bulk tax return forms 
available now 

IN SPITE OF THE FACT THAT tax returns 
will not be mailed to individual tax- 


payers until just after Christmas, some 
50,000,000 forms will be distributed to 


field offices of the IRS just after the first 
of December. This is for the use of ac- 
countants, lawyers, and others who may 
need the forms at once. % 


Noonan to be tax adviser 
to Philippine government 


ALBERT W. Noonan, executive direc- 
tor of the National Association of As- 
sessing Officers, is on leave from that 
post to serve the Foreign Operations 
Administration as an adviser on inter- 
nal revenue to the government of the 
Philippine Republic. During his absence 
Kenneth C. Black of the Kentucky de- 
partment of revenue will serve NAAO. 


New decisions 


Government can credit refunds against 
any tax; taxpayer cannot designate 
which. In a bankruptcy proceeding the 
trustee contended that the government’s 
claim for taxes should be reduced by 
the amount of refund due the bankrupt 
taxpayer and that part of the refund 
should be applied against the govern- 
ment’s withholding claim of $1260 in- 
stead of against a tax deficiency for 1952 
which was barred by statute of limita- 
tions. The court held that the govern- 
ment has the right to credit refunds 
against any tax owed, and the taxpayer 
cannot designate the credit against a 
particular tax. In the Matter of Griffitts 
Paving Company, Inc., DC Tenn., 
9/23/54. 


Debt due Commodity Credit Corpora- 
tion offset against tax refund. The 
Treasury Department paid a tax refund 
due bankrupt taxpayer to the Commod- 
ity Credit Corporation while the ref- 
eree’s order of priority of CCC was on 
review. The trustee moved to dismiss 
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the petition for review on the ground 
the United States by obtaining payment 
of the tax refund lost its right to assail 
the order. The Tax Court held there 
was no acceptance of an advantage un- 
der the order which would preclude it 
from asking that the decree be reviewed 
on appeal. The steps taken were intra- 
governmental steps in the adjustments 
of accounts pursuant to administrative 
procedure entirely apart from order of 
the referee. The overpayment of income 
tax was property off-set against the 
amount the bankrupt owed the CCC. 
Frank Luther, Trustee of Garden Grain 
¢& Seed Co., Inc. v. U.S., CA-10, 
10/25/54. 


Tax Court petition 91 days after de- 
ficiency notice no good. The notice of 
deficiency to the taxpayer was mailed 
December 12, 1952; petition was filed 
with the Tax Court March 13, 1953. 
Since this was 91 days later, it was un- 
timely and the Tax Court had no juris- 
diction. Underwriters, Inc. v. Comm., 


CA-3, 10/13/54. 


Trustee in bankruptcy not required to 
file return. After analyzing the status of 
a trustee in bankruptcy (an officer of 
the court with the duty of realizing 
assets) as compared with a receiver 
(who takes title to the business and can 
operate it), the Court concludes that 
there is no obligation on him to file 
corporate returns. That is the duty of 
the corporate officers. In re Town Crier 
Bottling Co., Inc., DC Mo., 12/23/53. 


District Court without jurisdiction when 
matter is before Tax Court. Govern- 
ment’s motion to dismiss granted upon 
showing that the matter is pending be- 
fore Tax Court. In such circumstances, 
the District Court has no jurisdiction. 
Soule (Soule Estate) v. U.S. DC Mo., 
9/13/54. 


Reconstruction on gross receipts method 
upheld. There was no error in present- 
ing to the jury a computation of net 
income based on estimated profit mar- 
gin when it was admitted that all re- 
ceipts were deposited in a bank, and 
the Government figures were based on 
those deposits. Holbrook v. U.S., CA-5, 
10/29/54. 


734 adjustment required on inconsist- 
ent treatment in 1939 tax and base 
period computation. The Commissioner 
was inconsistent in deducting 1939 
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capital stock tax in computing base 
period income but not allowing it in 
computing 1939 income tax. Under 
Section 734, he is required to allow the 
1939 income tax adjustment. Brown 
Paper Mill Company, 23 TC No. 9. 


Indians are not exempted from Federal 
income tax by the 1939 Code. Exemp- 
tion from Federal income tax may not 
be implied, and if exemption of Indians 
exists it must be derived from Federal 
tax statutes, treaties or agreements with 
Indian tribes or an Act of Congress. 
No such exemption is found in the 1939 
Internal Code. Rev. Rul. 
54-456. 


Revenue 


Appeal Court can increase deficiency 
though Government appealed related 
year only. The Tax Court originally 
increased income for 1940 and allowed 
a credit for 1941. Both issues were re- 
lated to the taxability of Philippine in- 
come (1940) and allowance of credit 
for Philippine tax paid (1941). On ap- 
peal, Fourth Circuit reduced the income 
for 1940 and the credit for 1941 and 
remanded to the Tax Court. Now the 
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taxpayer asserts that the Tax Court is 
without jurisdiction to increase the 1941 
deficiency because the Commissioner 
did not appeal from the Tax Court 
verdict for 1941. Circuit Court holds 
that the decision for both years turned 
on the same point (the period during 
which taxpayer was subject to tax on 
Philippine income). The taxpayer's ap- 
peal opened the controversy as to both 
years and conferred jurisdiction on the 
Appeals Court. Marsman v. Comm., 
CA-4, 10/8/54. 


Election, though not in form prescribed, 
held binding. Taxpayer claimed on its 
1949 return deduction of contributions 
authorized in 1949 but not paid till 
1950. Subsequently a regulation was 
issued requiring that the election be 
made by filing a copy of the director’s 
resolution, etc. The taxpayer contended 
that it should be allowed the contribu- 
tions in 1950 since it had not made the 
required election. The Court held that 
the taxpayer deliberately chose one of 
two possible courses of action; its elec- 
tion was binding despite the subse- 
quent regulation prescribing a form. 
Alabama Pipe Company, 23 TC No. 13. 


Court’s finding of wilfulness in OPA 
case is res judicata. The District Court 
in a civil proceeding by OPA against 
the taxpayer found wilful violation of 
the statute. The finding was upheld on 
appeal and taxpayer paid some $35,000 
pursuant to that judgment. The Tax 
Court holds that the finding of wilful- 
ness is res judicata, and it must dis- 
allow deduction of the penalty. Julian 
Lentin, 23 TC No. 16. 


1934 foreclosure of family corporation 
stock for “advances” set aside. They 
were dividends; stock belonged to de. 
cedents are subject to tax lien. Dece- 
dents were stockholders in a family 
owned corporation (sued here as trans- 
feree). For over forty years it carried 
accounts with family members but with- 
drawals were far in excess of salary 
and dividend credits. However, due to 
large earnings, capital was not impaired. 
The individuals’ tax cases finding them 
taxable on withdrawals as dividends 
is not binding on the corporation here. 
In accordance with stockholders’ pledge 
of stock to secure debit balances, the 
corporation foreclosed the shares. The 
Court finds that the advances were in 
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fact dividends, there was no valid lien 
by the corporation, the stock was the 
property of the decedents and subject 
to the Government’s tax lien. Regens- 
berg, U.S. v. DC, NY, 10/11/54. 


Designation of overpayment on return 
is adequate claim for refund. A Federal 
income tax return disclosing an over- 
of tax which the taxpayer 
elected to have applied against his suc- 
ceeding year’s estimated tax constitutes 
a valid claim for such overpayment 
where the taxpayer failed to claim 
credit on his succeding year’s return 
and he was not notified by the Revenue 
Service that such overpayment was ac- 
tually credited against his tax liability 
for such succeeding taxable years. Rev. 
Rul. 54-469. 


payment 


One count in indictment barred by 
statute of limitations; the other stands. 
The United States combined a charge 
of conspiracy to defraud (barred by 
the three-year statute of limitations) 
and a charge of conspiracy to evade 
taxes (subject to the six-year statute of 
indictment. The 
Court held that the six-year statute did 


limitations) in one 
not apply to a conspiracy to defraud 
even though the conspiracy to defraud 
applied to a tax matter. Where an in- 
dictment contains charges of conspiracy 
to commit offenses against the United 
States, including one that is not an of- 
fense because it is barred by the statute 
of limitations, the indictment is good 
and the charge that is not an offense 
may be ignored. Philip Albanese v. U.S., 
DC NY, 4/7/54. 


Clarification of announcement concern- 
ing method of citing regulations codi- 
fied under Title 26 of the Code of 
Federal Regulations. Customary refer- 
ences to existing or new regulations may 
be used by the Service for preparation 
of briefs, ruling letters, etc. where they 
are deemed preferable to use of the 
appropriate Code of Federal Regula- 
tions citation, which are for purposes 
of the Code. It was not intended to 
prescribe a method of citation for other 
purposes. Clarification of IRB 40, 37, 
10/4/54. IRB 1954-42, 80. 


Legislative committees authorized to 
inspect tax returns. The Senate Com- 
Labor and Public Welfare 
may inspect returns for the years 1947 
through 1953 in with its 
studies of welfare and pension funds 


mittee on 


connection 


(IRB 54-46, 9). The House Committee 
on Government Operations’ inspection 
of returns is extended to 1953 (IRB 
54-42, 14). The House Committee on 
the Judiciary may inspect income, ex- 
cess profits, declared value excess prof- 
its, capital stock, estate or gift tax re- 
turns for 1941 through 1953 during the 
83rd Congress (IRB 54-42, 13). 


Time to determine sufficiency of de- 
fense that is not frivolous or plainly 
insufficient is when whole case is sub- 
mitted, not by motion to strike defense. 
A personal holding company sued for 
refund of taxes and in its first cause of 
action based its claim on a deduction of 
surtax for 1948. In another action it 
based its claim on a deduction of surtax 
for 1949. The government contended 
that the action based on deduction of 
surtax for 1949 was not good because 
no claim for refund was filed on that 
theory. Taxpayer filed to strike the de- 
fense as insufficient. The court held 
that the defense might not be good but 
that it was not frivolous or plainly in- 
sufficient so the time to decide this was 
when the whole case was submitted. 
Dunwalke Farm. Inc., v. U.S., Court of 
Claims, 11/2/54. 


Deficiency notice is sufficient where 
taxpayers file a timely petition for re- 
determination of deficiency. The Com- 
missioner mailed a deficiency notice to 
taxpayers in care of their attorneys at 
the attorneys address after taxpayers 
had sent a power of attorney authoriz- 
ing the collector to address communi- 
cations regarding matters in which the 
attorneys were authorized to act to the 
attorneys. Taxpayers filed a petition re- 
questing a redetermination of the de- 
ficiency. Later taxpayers moved to dis- 
miss on the ground that the deficiency 
notice was sent to the wrong address, 
The Tax Court found the notice was 
sufficient. It was obvious sufficient no- 
tice had been received if taxpayers had 
time to file a timely petition for re- 
determination of the deficiency. Clem- 
ent Brezenzinski, 23 TC No. 28. 


Failure to show that prosecution is 
timely is ground for new trial not ac- 
quittal. Taxpayer had defended a tax 
evasion prosecution in the District 
Court on the ground that the Com- 
missioner was barred by the Statute of 
Limitations. On appeal the Circuit 
Court held that the Commissioner was 
not barred because the records would 
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show that the complaint was timely 
filed. On a petition for rehearing tax- 
payer claimed the records gave no in- 
formation as to the complaint and he 
was entitled to a verdict of acquittal. 
The Circuit Court reversed the judg- 
ment and remanded for a new trial. It 
agreed it assumed the Commissioner 
had complied with the rule requiring a 
showing that the complaint was not 
barred, but it was not required to 
direct a judgment of acquittal. Dan M. 
White v. U.S., CA-5, 10/29/54. 


Prosecution in place of filing (not place 
of signing) returns is proper. Taxpayer 
signed his returns and mailed them in 
Gainesville to the Coliector (Director) 
in Atlanta Indictment for false filing 
was therefore proper in Atlanta. Hol- 
brook v. U.S., CA-5, 10/29/54. 


Second examination of taxpayers books 
held not unconstitutional. Taxpayers 
filed to quash a summons to produce 
books and records on the ground the 
books had been previously examined 
and a second examination would invade 
constitutional privileges. The Court de- 
nied the motion holding that the fact 
the books had been previously examined 
was no reason why they should not be 
examined again. There was no showing 
that the examination would subject tax- 
payers to any unreasonable search of 
their papers or belongings. In the Mat- 
ter of Clarence and Mary L. Wood, 
DC Ky., 7/14/54. 





Accelerated 
Depreciation Tables 


Tables showing annual deprecia- 
tion rates under the sum of years’ 
approved by the 
1954 Revenue Code for new de- 
preciable assets. Rates are shown 
for assets with lives of 3 to 10, 12, 
13, 15, 17, 20, 25, 30, 33, 40, 50, 60, 
Also rates 
for the 200% of straight line depre- 
ciation method. Printed on good 
quality flexible card paper of size 
81% by 11 inches. 


digits method 


67, 75 and 100 years. 


Prices, postpaid: 1 copy, $1.30; 3 copies, 
$3.00; 5 copies, $4.50; 10 copies, $7.50, 
25 copies, $15.75. 


Write for prices on larger quantities 


ACCOUNTING PUBLICATIONS 
P. O. Box 604 College Station, Texas 
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Use of combined FICA and income tax 


withholding tables can save lots of work 


'[‘HE BURDEN BEING PLACED upon em- 
ployers in the collection of payroll 


taxes continues to grow. This burden 
will be magnified if the trend towards 
state income tax withholding continues. 
In searching about for ways to lessen 
this burden, many employers are begin- 
ning to use simplified combined tax 
withholding tables for federal income 
tax and social security tax deductions. 
Back in 1951, the Bureau of Internal 
Revenue issued a special ruling, namely, 
I. T. 3995, permitting employers to de- 
duct the withholding tax and social 
security tax in one amount. However, 
the combined table recommended by 
the Bureau was predicated upon wage 
brackets which were functions of the 
then 11/,% F.I.C.A. employee tax rate, 
and the amount of such tax was shown 
to the nearest cent. In instances where 
the wage bracket, so created, fell within 
more than one bracket of the income 
tax withholding table, the income tax 
was determined in accordance with the 
percentage method. 

The use of this table was not really 
practicable because of the great number 
of earning brackets which it created. 
The weekly table alone had some 237 
such brackets. The Burroughs Company 
pioneered in the development of a sim- 
plified combined tax table which re- 
tained for its wage brackets the same 
brackets presently included in the In- 
ternal Revenue Code for income tax 
withholding. Since then various kinds 
of tables have been developed. Last 
year your Editor prepared a booklet of 


such tables which is presently being 
used by numerous employers.! This 


booklet contains payroll tax tables on 


1 Copyright by McKesson & 
rated and published by A 
20th Street, 


Robbins, 
dion Press, 37 
New York, N.Y. 


Incorpo- 
West 


a weekly, bi-weekly, semi-monthly, and 
monthly basis. As can be seen by the 
illustration below, each column is 
divided into four sections. The first sec- 
tion is the wage bracket as set out in 
the withholding tax Jaw. The second 
section shows the individual’s exemp- 
tion. The third column sets forth the 
combined F.I.C.A. and income with- 
holding taxes using the rates of 2% and 
18% respectively. In this combined tax 
column the F.I.C.A. tax is computed at 
2% of the highest wage in each bracket. 
This column is to be used for all wages 
up to and including $4,200. The last 
column has a colored background and 
shows income tax only at the rate of 
18%, and is to be used for all wage 
payments above $4,200 and for those 
wage payments which are not subject 
to social security tax. It follows, then, 
that the combined table can only be 
used when the wages paid to an em- 
ployee are subject to both federal in- 









come tax and social security tax and 
such wages accumulated to date do not 
exceed $4,200. 

It is possible that a single wage pay- 
ment will fall partly below and partly 
above the $4,200 limitation. In such a 
case it is recommended that the income 
tax column be used to compute the tax 
on the total wage payment and to the 
tax so determined, there should be 
added the social security tax of 2% ap- 
plicable to that portion of the wage 
payment falling below the $4,200 limi- 
tation. Of course, if an employer 
chooses to do so and his employees do 
not object, he can subject that wage 
payment which straddled the $4,200 
limit to the combined tax rate. The 
employee would receive credit at the 
end of the year for any excess tax de- 
ducted in this manner. 

When the withholding statements 
are prepared at the end of each calen- 
dar year, the employee’s F.I.C.A. tax 
will be shown as 2% of his actual wages 
paid or $84, whichever is less. Such 
tax figures will then be deducted from 
the combined taxes withheld during the 
year and the balance will be reflected 
as income tax withheld from the em- 
ployee. 

The advantages of the combined 
table are many. Some are: 


(1) It eliminates referring to a sepa- 
rate chart to determine the amount of 
F.1.C.A. tax deductible. 

(2) It eliminates showing _ the 
amount of F.I.C.A. tax separately on 
check stubs and the employee’s earning 
records, thereby eliminating one column 
and the recapping of one column. 
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(3) It provides for more accurate 
and more simplified F.I.C.A. reporting. 

(4) It simplifies the preparation of 
the annual withholding statements. 

(5) As greater simplification is in- 
troduced into payroll record keeping, 
the opportunities for error are lessened. 

There are just two disadvantages to 
the use of the combined tables. They 
are: 

(1) Since the F.I.C.A. tax is pegged 
at the highest salary in each bracket 
there will be instances when greater 
amounts of such tax are deducted from 
employee’s salary than would be the 
case if the actual rate of 2% were used. 
However, for employees earning up to 
$100 per week, the maximum amount 
of such over-deduction would be 4¢ 
per week. For an employee earning be- 
tween $100 and $200 per week, the 
maximum would range from 10¢ to 20¢ 
per week. In any event, such over-de- 
duction would be considered as addi- 
tional withholding tax when the with- 


holding statement is prepared at the 
end of the year. So far as is known, em- 
ployers adopting these tables have not 
encountered any employee objection in 
this regard. 

(2) In adopting combined with- 
holding the employer loses the psycho- 
logical effect of showing the two taxes 
separately. The importance of this dis- 
advantage can be determined only by 
the individual employer. 

While the tables under discussion do 
not bear the official approval of the 
Treasury Department, their use is per- 
mitted since they properly provide for 
the deduction of the minimum amount 
of required taxes. The Treasury De- 
partment cannot give formal approval 
to these tables pending a change in 
the law. Recommendations relative to 
such changes have been made person- 
ally to both the House Ways and 
Means Committee and the Senate 
Finance Committee. They have ac- 
cepted, for further study, copies of the 





Telephone directory distributors sub- 
ject to instructions only as to result to 
be accomplished are not employees for 


Federal employment tax. Individuals 
distributing telephone directories three 
or four days in a calendar year for a 
corporation are em- 
ployees of the corporation for FICA 
but not for Federal employment tax 
where the interested 
only in the result to be accomplished 
and not in the means by which it is 
accomplished. Rev. Rul. 54-459. 


delivery-service 


corporation is 


Persons employed by ad agency for 
State Commission are employees of 
Commission. Individuals were engaged 
for two-day periods by an advertising 
agency on behalf of a State citrus com- 
mission to demonstrate citrus products 
of the State. The Commission instructed 
each demonstrator as to the nature of 
the services and manner of perform- 
ance. The agency paid the demonstra- 
tors and billed the Commission for the 
total amount paid plus commissions. 
The demonstrators are employees of the 
Commission for Federal employment 
The rela- 
tionship of employer and employee 
exists. However, the advertising agency 
is responsible for the withholding of 


tax purposes. common-law 


income tax from the wages paid by it 
to the demonstrators since the Code 
provides the person having control of 
the payment of wages is the “employer” 
for income tax withholding purposes. 
Rev. Rul. 54-471. 


Further delinting of cottonseed after 
ginning is not “agricultural labor” for 
Federal employment tax purposes. The 
word ginning mechanical 
physical operation to clear or separate 
the lint from the seed and any subse- 
quent processing of the lint or the seed 
is not “ginning” of cotton. The phrase 
ginning may not be extended to in- 
clude any and all business activities 
engaged in by a gin. Rev. Rul. 54-460. 


means a 


Surety held liable for withholding taxes 
to be collected and paid by temporary 
administrator. A judgment for with- 
holding taxes was entered against a 
surety company bonding a temporary 
administrator of a candy company, as 
well as against the candy company. 
The Court held that collection and 
payment of withholding taxes were in- 
cluded in the duties for which adminis- 
trator was bonded and surety was liable 
for the taxes. Paul D. Lassiter v. U.S., 
DC Texas, 10/5/54. 


Payroll taxes * 61 


simplified combined payroll tax with- 
holding tables and it is to be hoped that 
formal legislation authorizing the adop- 
tion of such tables will be presented to 
the next Congress. After all, such leg- 
islation would serve only to give the 
employer greater administrative free- 
dom and would in no way affect tax 
revenue. * 


Beware unexpected state tax 
from change of business 
organization 


A TAX PITFALL into which an unwary 
taxpaye> may fall by changing the form 
of his business organization within less 
than 20 weeks after the beginning of a 
tax year has been brought to our atten- 
tion by Maurice H. Dolman of the pub- 
lic accounting firm of Dolman, Freeman 
and Buchalter, Los Angeles, California. 

In California under the Unemploy- 
ment Compensation Act, the employers’ 
tax is based on the first $3,000 of earn- 
ings of each employee. Where an indi- 
vidual proprietorship becomes _incor- 
porated or where a partner is added the 
law provides that the wages received by 
the employee from the predecessor and 
successor employers must be added to- 
gether for purposes of determining the 
$3,000 limitation. Therefore, if a busi- 
ness operated as an individual proprie- 
torship becomes a _ partnership on 
March 31 the wages paid to an em- 
ployee by the proprietorship and by the 
partnership must be added together and 
when $3,000 has 
further tax is payable. 

However, under Section 1607b of the 
Federal Unemployment Tax Act, if the 
predecessor proprietorship was only in 
business three it would not 
qualify as an employer (it does not 
have 8 or more employees for a period 
of 20 weeks). Therefore, the wages 
paid by the predecessor are not added 
to the wages paid by the successor 
under the Federal Act. The result is 
that although tax is not payable to the 
State the full amount of 3% of wages 
paid by the predecessor may become 
payable to the Federal Government. 

Probably the only remedy to this pit- 
fall is change in the legislation which is 
a matter of consideration by the Con- 
gress but taxpayers who change their 
form of business or¢anization less than 
20 weeks after the beginning of the year 
will find that they are stuck with an un- 
expected tax. * 
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SPECIAL GIFT OFFER TO SUBSCRIBERS 


To encourage you to improve the tax 


awareness of your staff, colleagues and chents, 


we are extending to present subscribers the priv- 


ilege of obtaiming additional gift subscriptions 


at the special reduced rate of $12 per year. 


This 1s a saving of $3 each. 


Write us on 


your letterhead, listing the name and address 


of those to whom you want The Fournal sent, 


and mat to us with your check for $12 each. 


We will advise each recipient of your gift. 


ADVANTAGE TO YOU of having a well-in- 
formed client: Your client can generate tax ideas 
for you to execute. If your client keeps up with 
taxes sufficiently to be intelligent about them 
when he talks to you, he will also do creative 
thinking himself, calling you in to give him the 


technical accounting and legal service necessary 


to evaluate and carry out his ideas properly. If 


your client sees The Fournal of Taxation regularly 


he will be able to keep his tax thinking current, 
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thus making easier and more effective your pro- 


fessional tax service to him. 


AND DON’T FORGET YOUR STAFF. Your 
audit staff is in contact with clients who expect 
your boys to know taxes. If your men, tax spe- 
cialists as well as audit staff, see The Journal of 
Taxation regularly, they will be more responsive 
to tax possibilities in the client’s affairs, and more 
savvy in general conversation with client per- 


sonnel and other persons important to you. 


33 West 42nd Street 
New York, 36, N. Y. 
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